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Investment Companies Industry Developments—2011/12

Notice to Readers
This Audit Risk Alert replaces Investment Companies Industry Developments—
2010/11.
This Audit Risk Alert is intended to provide auditors of financial statements of
investment companies with an overview of recent economic, industry, technical,
regulatory, and professional developments that may affect the audits and other
engagements they perform. This Audit Risk Alert also can be used by an entity's
internal management to address areas of audit concern.
This publication is an other auditing publication, as defined in AU section
150, Generally Accepted Auditing Standards (AICPA, Professional Standards).
Other auditing publications have no authoritative status; however, they may
help the auditor understand and apply the Statements on Auditing Standards.
If an auditor applies the auditing guidance included in an other auditing publication, he or she should be satisfied that, in his or her judgment, it is both relevant to the circumstances of the audit and appropriate. The auditing guidance
in this document has been reviewed by the AICPA Audit and Attest Standards
staff and published by the AICPA and is presumed to be appropriate. This document has not been approved, disapproved, or otherwise acted on by a senior
technical committee of the AICPA.
Recognition
The AICPA gratefully appreciates the invaluable assistance Keira A. Kraft
provided in creating this publication.
Investment Companies Expert Panel (2010–2011)
Robert C. Fabio, Chair
Nancy Grimaldi
Richard H. Grueter
Timothy E. Jinks
Adeel H. Jivraj
Michael Maher

Brent D. Oswald
Paul Ricci
Paul A. Roselli
Jessica Seidlitz
Winston Wilson
Brian Wixted

In addition to the 2010–2011 expert panel listed in this section, the AICPA also
gratefully acknowledges those who reviewed and otherwise contributed to the
development of this Audit Risk Alert: Mabel Ang, Michael Barkman, Ronald
Carletta, Chad B. Gazzillo, Albert Goll, Robert Moynihan, Krysten J. Schieltz,
Annette P. Spicker, Maryna P. Tully, and Irina Portnoy.
Feedback
The Audit Risk Alert Investment Companies Industry Developments is published annually. As you encounter audit or industry issues that you believe warrant discussion in next year's Audit Risk Alert, please feel free to
share them with us. Any other comments that you have about the Audit
Risk Alert also would be appreciated. You may e-mail these comments to
A&APublications@aicpa.org.
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Investment Companies Industry Developments—2011/12

How This Alert Helps You
.01 This Audit Risk Alert (alert) helps you plan and perform your investment company audits and also can be used by an entity's internal management.
This alert provides information to assist you in achieving a more robust understanding of the business, economic, and regulatory environments in which your
clients operate. This alert is an important tool to help you identify the significant risks that may result in the material misstatement of financial statements
and delivers information about emerging practice issues and current accounting, auditing, and regulatory developments. For developing issues that may
have a significant impact on the investment company industry in the near future, the section titled "On the Horizon" provides information on these topics
including guidance that has either been issued but is not yet effective or is in
a development stage.
.02 This alert is intended to be used in conjunction with the Audit Risk
Alert General Accounting and Auditing Developments—2011/12 (product no.
0223311), which explains important issues that affect all entities in all industries in the current economic climate. You should refer to the full text of
accounting and auditing pronouncements, as well as the full text of any rules
or publications that are discussed in this alert.
.03 It is essential that the auditor understand the meaning of audit risk
and the interaction of audit risk with the objective of obtaining sufficient appropriate audit evidence. In AU section 312, Audit Risk and Materiality in
Conducting an Audit (AICPA, Professional Standards), audit risk is broadly
defined as the risk that the auditor may unknowingly fail to appropriately modify his or her opinion on financial statements that are materially misstated.
Further, paragraph .04 of AU section 314, Understanding the Entity and Its
Environment and Assessing the Risks of Material Misstatement (AICPA, Professional Standards), explains that the auditor should use professional judgment
to determine the extent of the understanding required of the entity and its environment. The auditor's primary consideration is whether the understanding
that has been obtained is sufficient to assess risks of material misstatement of
the financial statements and to design and perform further audit procedures.

Economic and Industry Developments
Significant Market Events
.04 In an unprecedented move during early August 2011, Standard &
Poor's (S&P) downgraded long-term U.S. federal debt from AAA to AA+. The
short-term U.S. federal debt rating remained unchanged at A-1+. The other
two rating agencies left their ratings unchanged. S&P explained that the August downgrade reflects its opinion that ". . . the prolonged controversy over
raising the statutory debt ceiling and the related fiscal policy debate indicate
that further near-term progress containing the growth in public spending, especially on entitlements, or on reaching an agreement on raising revenues is
less likely than we previously assumed and will remain a contentious and fitful process. We also believe that the fiscal consolidation plan that Congress
and the Administration agreed to this week falls short of the amount that
we believe is necessary to stabilize the general government debt burden by
the middle of the decade." Greece, among other European countries, has also
experienced significant financial distress. This has led to spreading financial
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concerns about additional European countries as well. Some U.S. entities have
significant exposures to financial institutions from European countries, which,
in turn, have substantial exposures to Greek sovereign debt.
.05 Paragraphs 20–21 of Financial Accounting Standards Board (FASB)
Accounting Standards Codification (ASC) 825-10-50 explain that, except in
certain scenarios, an entity should disclose all significant concentrations of
credit risk arising from all financial instruments, whether from an individual
counterparty or groups of counterparties. The following should be disclosed
about each significant concentration:

r
r

r

r

Information about the (shared) activity, region, or economic characteristic that identifies the concentration
The maximum amount of loss due to credit risk that, based on
the gross fair value of the financial instrument, the entity would
incur if parties to the financial instruments that make up the
concentration failed completely to perform according to the terms
of the contracts and the collateral or other security, if any, for the
amount due proved to be of no value to the entity
With respect to collateral, all of the following:
—

The entity's policy of requiring collateral or other security
to support financial instruments subject to credit risk

—

Information about the entity's access to that collateral or
other security

—

The nature and a brief description of the collateral or
other security supporting those financial instruments

With respect to master netting arrangements, all of the following:
—

The entity's policy of entering into master netting arrangements to mitigate the credit risk of financial instruments

—

Information about the arrangements for which the entity
is a party

—

A brief description of the terms of those arrangements,
including the extent to which they would reduce the entity's maximum amount of loss due to credit risk

.06 Entities should evaluate any concentrations of credit risk in determining whether these disclosures are appropriate in the circumstances. Depending
on an investment company's exposure to debt from troubled European countries such as Greece, Ireland, Italy, or Spain, this may be a consideration. Entities may also want to consider whether to mention these incidents as current
market events in the Management's Discussion of Fund Performance (MDFP)
section.

Fees and Expenses of Mutual Funds
.07 As discussed in the Investment Company Institute (ICI) paper, Trends
in the Fees and Expenses of Mutual Funds, 2010, all types of investment companies' fees and expenses continued the downward trend in 2010. Fees and
expenses of mutual funds primarily consist of sales loads and fund expenses
and are measured as an asset-weighted average. ICI weights each fund's expense ratio by its end-of-year assets. A fund's expense ratio captures annual
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fund expenses as a percentage of the fund's total net assets and does not include
sales loads. With the potential for some funds to be increasing in assets under management, many advisers that had expense recoupment plans on funds
they manage may be able to recoup previously waived fees as expense ratios decreased. Auditors should consider reviewing the timing of when funds recorded
accruals on their books for expense recoupments by advisers. Paragraph 8.08 of
the 2011 Audit and Accounting Guide Investment Companies contains further
discussion on the timing of recording expense recoupments.
.08 During 2010, stock fund investors paid, on average, 3 basis points
less in fees and expenses than in 2009. During the same time period, investors
in bond funds experienced a 1 basis point decrease, and investors in money
market funds saw a decrease of 7 basis points in the total expense ratio. Funds
of funds experienced a 1 basis point decrease in the total expense ratio.
.09 A number of factors are behind the rises and falls of fees and expenses
of mutual funds. Frequently, expense ratios vary inversely with stock fund
assets. Certain fees of stock funds, such as accounting and audit fees, remain
unchanged so that when fund assets increase, these fees become smaller relative to the fund. 2010 saw an increase in stock fund assets as the markets
continued to recover, which helped push down some of these expense ratios.
Certain bond funds, on the other hand, have unified fee structures in which
investors incur an expense ratio that is fixed as a percentage of a fund's assets
for a bundle of services. These circumstances, when combined with the strong
asset growth in bond funds in 2010, explain the nominal fee and expense drop
of 1 basis point.
.10 Regarding money market funds in 2010, the sharp decline of fees
and expenses is directly related to the current low interest rates as yields
on money market funds closely track short-term interest rates. In 2010, the
average yield before deducting fund expense ratios on taxable money market
funds hit a historic low, almost at zero. Many money market fund advisers have
increased expense waivers so that net yields do not enter negative territory.
When investment advisers take this action, they forego their own profits and
become responsible for more, if not all, of the costs of running their money
market funds. The amount of expense waivers has tripled since 2006 to an
estimated $4.5 billion. For funds of funds, two of the contributing factors to the
decrease in expense ratios are the shift towards lower-cost funds of funds and
a fall in expense ratios of individual underlying funds.
.11 An auditor may consider the overall trend of decreasing fees and
expenses. With increasing competition for returns and pressure to keep fees and
expenses decreasing, management may have incentive to act more aggressively
than without these pressures. They may do this through investment choices,
accounting policies, or other means. As explained in AU section 314, obtaining
an understanding of the entity and its environment is an essential aspect of
performing an audit in accordance with generally accepted auditing standards
(GAAS). In particular, that understanding establishes a frame of reference
within which the auditor plans the audit and exercises professional judgment
about assessing risks of material misstatement of the financial statements and
responding to those risks throughout the audit, for example when considering
the appropriateness of the selection and application of accounting policies and
the adequacy of financial statement disclosures and identifying areas where
special audit consideration may be necessary.
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Risk Management
.12 With the recent economic recession and increased regulation, risk
management for investment companies is more important than ever. There
is a demand for more systematic and transparent risk management. Both
compliance and governance are key aspects of risk management.
.13 As discussed in the July 2009 article, "Risk Management Issues for
Registered Investment Companies," by Dechert LLP, the Investment Company Act of 1940 (the 1940 Act) contains many provisions intended to promote
healthy risk management practices. These practices may be useful for both registered and nonregistered investment companies to consider implementing. For
example, Section 1 of the 1940 Act discusses appropriate policies for investment
companies to follow that are in the national public interest, and Section 5 of the
1940 Act discusses requirements for determining whether an investment company is diversified or nondiversified. Rule 38a-1 of the 1940 Act, "Compliance
Procedures and Practices of Certain Investment Companies," further discusses
compliance requirements such as having a chief compliance officer who reports
to the board of directors (board) and having policies and procedures in place to
prevent a violation of the federal securities laws. By complying with the 1940
Act, investment companies complying with that act will already be addressing
some risk management issues. However, compliance with the 1940 Act may
not address all relevant areas of risk management.
.14 Observations on Risk Management Practice during the Recent Market
Turbulence, issued jointly by the Federal Reserve and other global supervisory
agencies in March 2008 and discussed in the Dechert LLP article, noted that
those companies that have stronger enterprise risk management may have
been advantaged during the recent economic recession. Being able to identify
the risk carried by the entire entity as a whole was observed to be much more
effective than monitoring each unit operating individually. One issue is that
some firms create pressure to generate investment performance without discussion of risk thresholds. Additionally, it is important for the entire senior
management team to discuss all significant risk exposures, meet frequently,
and have representation from all areas of management (for example, operations, legal, and so on). Another risk management tool entails ensuring that
incentive compensation is adequately structured so that excessive risk-taking
and short-term gains are not rewarded.
.15 Although the legal and compliance teams are typically familiar with
the requirements of Securities and Exchange Commission (SEC) rules, it is also
important for the operations team to have a thorough understanding so it can
make day-to-day decisions accordingly. Investors of an investment company
should also be given a clear picture of the risk appetite and their understanding should align with the investment company's risk approach. Investment
companies may consider developing a methodology for investment pricing to
ensure risks are correctly built into the valuation.
.16 The investment company's board also plays an important role in risk
management. The board oversees the risk management processes of the investment company and should be satisfied they are both operating as directed and
effectively. The investment company's risk management processes should be effective in both compliance and operations. The investment company manager,
adviser, or other service providers may consider compiling a risk inventory so
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that senior management and boards can ensure controls are in place to address
all identified material risks.
.17 There may be instances when an investment adviser's CFO or controller serves as chief compliance officer; typically, this is primarily to reduce
cost. Whether this is an acceptable practice or not is a legal determination;
however, conflicts may arise because CFOs are often compensated based on
adviser profitability. Auditors may consider the interaction of this with regulatory compliance.
.18 In summary, auditors may consider evaluating their investment company clients' risk management processes. This evaluation may help an auditor
gain a better understanding of the "tone at the top." This would help the auditor gain comfort around their client's compliance with the appropriate SEC
regulations. There is a risk the client's monitoring procedures are not adequate or comprehensive enough to prevent or detect exceptions with respect to
regulatory and tax compliance. This also creates the potential for contingent
liabilities, and ultimately, it could affect the reputation of the fund.

Commodity Futures Trading Commission Trends
.19 Global futures and options contract volume increased by 10 percent to
12.4 billion contracts from 11.2 billion contracts comparing the first 6 months
of 2011 to the same period in 2010. In the first 6 months of 2011, volume on
U.S. futures exchanges was 4.0 billion contracts, a 10 percent increase from
the same period in 2010. Volume traded on foreign exchanges amounted to
8.4 billion contracts in the first 6 months of 2011, which also represents a 10
percent increase over the same 2010 period. Trading volume in interest rate
and equity products continued to account for well over half of worldwide trading
volume.
.20 The total amounts required under the U.S. Commodity Futures Trading Commission (CFTC) regulations to be held in segregated or secured accounts (including retail foreign exchange obligations of $729 million in 2011)
on behalf of futures commission merchants customers increased by $62 billion
from approximately $167 billion as of June 30, 2010, to approximately $229
billion as of June 30, 2011.

Legislative and Regulatory Developments
SEC Final Rules
Dodd–Frank Act Amendments
.21 In response to the Dodd–Frank Wall Street Reform and Consumer
Protection Act (Dodd–Frank Act), in June 2011, the SEC adopted rules that
require advisers to hedge funds and other private funds to register with the
SEC, establish new exemptions from SEC registration and reporting requirements for certain advisers, and reallocate responsibility for advisers between
the SEC and states.
.22 Historically, under Section 203(b)(3) of the Investment Advisers Act
of 1940 (the Advisers Act), many advisers to "private funds" have not been
required to register with the SEC due to an exemption for advisers with fewer
than 15 clients. The key here was that each fund counted as a single "client"
even though each of those funds could have hundreds of investors. Private
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funds include hedge funds, private equity funds, and other types of pooled investment vehicles (PIVs) that are excluded from the definition of an investment
company under the 1940 Act. This "private adviser" exemption was repealed
by Title IV of the Dodd–Frank Act. Now, many more advisers (including many
to hedge funds and private equity funds) will have to register and be subject
to the SEC's regulatory oversight, rules, and examination. The repeal of Section 203(b)(3) became effective July 21, 2011. However, an adviser that was
relying on, and entitled to rely on the aforementioned exemption on July 30,
2011, may delay registering with the SEC until March 30, 2012. See SEC Release No. IA-3221, Rules Implementing Amendments to the Investment Advisers
Act of 1940, located at www.sec.gov/rules/final/2011/ia-3221.pdf, for additional
information.
.23 Many entities referred to as "family offices" also fell under this "private adviser" exemption due to their number of clients. A family office is an
entity established by wealthy families to manage their wealth and provide
other services to family members, such as tax and estate planning services.
Simultaneous with the repeal of the "private adviser" exemption is a new exclusion from the Advisers Act under which family offices are not investment
advisers subject to that act. A family office is now defined as a company that,
with limited exceptions, has only family clients, is wholly owned by family
clients and controlled by family members or family entities, and does not hold
itself out to the public as an investment adviser. This exclusion was effective
August 29, 2011. For those family offices that do not qualify for this new exemption, but had fallen under the "private adviser" exemption, they must register
with the SEC or the applicable state securities authorities by March 30, 2012.
For more information, see SEC Release No. IA-3220, Family Offices, located at
www.sec.gov/rules/final/2011/ia-3220.pdf.
.24 Certain other exemptions regarding registration requirements of the
Advisers Act were also enacted by the Dodd–Frank Act. These exemptions
apply to advisers of certain privately offered investment funds, specifically,
advisers solely to venture capital funds, advisers solely to private funds with
less than $150 million in assets, and certain foreign private advisers. However,
the SEC can still impose certain reporting requirements upon advisers relying
upon either of the first two of these exemptions as determined necessary or
appropriate in the public interest or for the protection of investors.
.25 A venture capital fund is defined as a private fund that (a) holds no
more than 20 percent of the fund's capital commitments in nonqualifying investments (other than short-term holdings); (b) does not borrow or otherwise
incur leverage, other than limited short-term borrowing (excluding certain
guarantees of qualifying portfolio company obligations by the fund); (c) does
not offer its investors redemption or other similar liquidity rights except in
extraordinary circumstances; (d) represents itself as pursuing a venture capital strategy to its investors and prospective investors; and (e) is not registered
under the 1940 Act and has not elected to be treated as a business development
company (BDC). Qualifying investments generally consist of equity securities
of qualifying portfolio companies that are directly acquired by the fund and
certain equity securities exchanged for the directly acquired securities. Further, any pre-existing fund may be grandfathered as a venture capital fund if
it satisfies certain criteria under the grandfathering provision.
.26 A foreign private adviser is defined as an investment adviser without
a place of business in the United States, has fewer than 15 clients in the United
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States, has aggregate assets under management attributable to clients in the
United States of less than $25 million, and does not hold itself out generally to
the public in the United States as an investment adviser.
.27 An adviser that qualifies for any of these exemptions can still choose to
register, subject to Section 203A of the Advisers Act, which generally prohibits
most advisers from registering with the SEC if they do not have at least $100
million in assets under management. Under the new rules, advisers exempt
under the venture capital exemption or the $150 million threshold will still
be required to file, and periodically update, reports with the SEC using the
same registration form as registered advisers. However, only a limited subset
of the items on the form will have to be completed. These amendments to the
Advisers Act became effective on July 21, 2011.
.28 The Dodd–Frank Act also changed the other quantitative thresholds
for registration of investment advisers. Historically, advisers could not register
with the SEC unless they managed at least $25 million of assets. This is now increased to $100 million. A new category of advisers, mid-sized advisers, will now
exist that will be subject to state registration. A mid-sized adviser manages between $25 million and $100 million of client assets, is required to be registered
in the state where it maintains its principal office and place of business, and
would be subject to examination by that state, if required to register. The SEC
estimates 3,200 investment advisers will switch from being SEC regulated to
state regulated. Advisers registered with the SEC will have to declare that they
are permitted to remain registered in a filing in the first quarter of 2012, and
those no longer eligible for SEC registration must register with the appropriate state by June 28, 2012. The Division of Investment Management released
frequently asked questions (FAQs) Regarding Mid-Sized Advisers, which are
located at http://sec.gov/divisions/investment/midsizedadviserinfo.htm.
.29 According to statistics compiled from Form ADV reports by the Investment Adviser Association and National Regulatory Services, as of May 1,
2011, the number of investment advisers registered with the SEC declined
by 1 percent. Yet the number of investment advisers increased in each assets
under management category except the less than $100 million categories. The
total value of these SEC registered investment advisers' assets under management, however, rose 13.7 percent. One possible reason for the decline in
registered investment advisers may be that those previously registered with
the SEC have started implementing the different threshold rules from Dodd–
Frank and instead registered at the state level. Another possible reason would
be investment advisers going out of business. To some extent, the simultaneous
decline in number of advisers and increase in assets under management may
both be attributable to increased consolidation of smaller advisers. Assets under management may also have increased due to an increase in stock market
value.
.30 An auditor should be cognizant of these changes. Clients may also
look to their attorneys for assistance in understanding these new rules and the
ramifications for them. Further, for those certain private investment advisers
who will register for the first time, consideration should be given to how the
SEC auditor independence requirements of Article 2 in Regulation S-X are
applicable when the newly registered investment adviser either requests an
auditor to perform a surprise examination of custody of client assets, or is
using the audit provision for a PIV, to comply with the SEC's custody rule
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(Release No. IA-2968, Custody of Funds or Securities of Clients by Investment
Advisers).

Custody Rules for Investment Advisers
.31 In December 2009, the SEC adopted rules designed to substantially increase the protections for investor funds and securities of which an investment
adviser registered with the SEC has custody. Custody is defined in Release No.
IA-2968 as holding, directly or indirectly, client funds or securities, or having
any authority to obtain possession of them. An entity has custody if a related
person holds, directly or indirectly, client funds or securities, or has any authority to obtain possession of them, in connection with advisory services the
entity provides to clients. Custody includes

r
r
r

possession of client funds or securities (but not of checks drawn
by clients and made payable to third parties) unless the entity receives them inadvertently and returns them to the sender
promptly but in any case within three business days of receiving
them;
any arrangement (including a general power of attorney) under
which the entity is authorized or permitted to withdraw client
funds or securities maintained with a custodian upon the entity's
instruction to the custodian; and
any capacity (such as general partner of a limited partnership,
managing member of a limited liability company or a comparable
position for another type of PIV, or trustee of a trust) that gives
the entity or a supervised person of the entity legal ownership of
or access to client funds or securities.

.32 Depending on the investment adviser's custody arrangement, the
rules require the adviser to be subject to a surprise examination and, in certain cases, an internal controls examination that were generally not required
under the previous rules. The effective date of the amendment was March
12, 2010, subject to certain exceptions. Readers are encouraged to review the
full text of Rule Release No. IA-2968 (located at www.sec.gov/rules/final/2009/
ia-2968.pdf) and the related Interpretive Release No. IA-2969, Commission
Guidance Regarding Independent Public Accountant Engagements Performed
Pursuant to Rule 206(4)-2 Under the Investment Advisers Act of 1940 (located at
www.sec.gov/rules/interp/2009/ia-2969.pdf). Additionally, both the SEC ("SEC
staff's custody rule FAQs") and the AICPA have released FAQs about the
custody rule, which are located at www.sec.gov/divisions/investment/custody
faq 030510.htm and www.aicpa.org/InterestAreas/FRC/IndustryInsights/
DownloadableDocuments/AICPA IC EP FAQ custody rule August 17.pdf, respectively.
.33 The 2011 Audit and Accounting Guide Investment Companies, as
well as the Investment Company Expert Panel Page of aicpa.org (www.aicpa
.org/InterestAreas/FRC/IndustryInsights/Pages/Expert Panel Investment
Companies.aspx), provide illustrative reports for both the surprise examination and the internal control examination required by the amended custody
rules. The surprise examination report follows the provisions of AT section
601, Compliance Attestation (AICPA, Professional Standards), which enables
true direct reporting on the subject matter. As stated in question XIII.3 of
the SEC staff's custody rule FAQs, an AT section 101, Attest Engagements
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(AICPA, Professional Standards), report would be acceptable to satisfy the
requirements of the internal control report.
.34 Since the custody rule has become effective, many questions around its
implementation have come to light. One question that has arisen is regarding
the relationship between a material discrepancy letter and the attestation
opinion. An independent public accountant could file a material discrepancy
letter without qualifying his or her opinion when reporting on the results of
a surprise examination. The rules require the independent public accountant
to notify the SEC of any material discrepancy; per Release No. IA-2969, this
includes any material noncompliance with Rule 206(4)-2 of the Advisers Act.
However, this guidance only requires the independent public accountant to
opine on compliance with paragraph (a)(1) of Rule 206(4)-2 of the Advisers
Act. Thus, for example, if an independent public accountant discovers that the
qualified custodian did not send quarterly account statements (as required by
paragraph [a][3]), the independent public accountant may report a material
noncompliance to the SEC, but he or she could issue an unqualified attestation
opinion.
.35 However, if an adviser to a PIV did not maintain privately offered
securities with a qualified custodian as required by paragraph (a)(1) of Rule
206(4)-2 of the Advisers Act (if that PIV is not relying on the "audit provision"), this would likely represent material noncompliance with the amended
rules. Management may consider changing its assertion and the independent
public accountant may consider modifying his or her opinion in this scenario.
Paragraph .64 of AT section 601 explains that when an examination of an
entity's compliance with specified requirements discloses noncompliance, the
practitioner should modify the report and, to most effectively communicate
with the reader of the report, should state the opinion on the entity's specified
compliance requirements, not the responsible party's assertion.
.36 In accordance with paragraphs (a)(3) and (a)(4) of Rule 206(4)-2 of
the Advisers Act, the qualified custodian must send an account statement at
least quarterly to each client for which it maintains funds or securities, and
it must receive a surprise examination of client funds and securities at least
once annually. There may be an instance when a beneficiary of a trust in a
managed account may not be aware of assets held in its account nor receive
statements (for example, generational trusts or blind trusts). When performing
the surprise examination, while it would be preferable to confirm with both the
trustee and the beneficiary, it may be practical to confirm solely with an unaffiliated trustee, as long as the trustee has legal authority over the trust assets.
For a PIV, if the investment adviser also serves as trustee, the independent
public accountant would need to confirm with individuals in the pool and not
the trustee. Different facts and circumstances may warrant that different procedures be performed by the independent public accountants.
.37 Release No. IA-2969 explains that during the surprise examination,
an independent public accountant should perform alternative procedures when
confirmations from clients for funds and securities or from issuers of private
offered securities are not received. Generally, all confirmations from qualified
custodians included in the sample should be received by the independent public
accountant. There may be situations when the adviser is determined to have
custody through access to client assets, but the client (not the adviser) engaged
the qualified custodian. Certain qualified custodians therefore do not respond
to confirmation requests from the adviser, and some have policies to that effect
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in place due to client privacy issues. The surprise nature of the sample of
qualified custodians chosen by the independent public accountant makes any
type of preauthorization for the selected qualified custodians impossible. However, prospectively, when an adviser enters into an advisory agreement with
a new client, the adviser may consider obtaining the client's consent to provide the adviser with authority to request the qualified custodian to respond to
independent public accountant confirmation requests of the client's funds and
securities.
.38 Further, Form ADV-E, which explains the nature and extent of the
examination, must be filed by the accountant within 120 days of the time chosen
for the surprise examination. In cases when multiple qualified custodians hold
securities and derivatives, the independent public accountant may not be able
to receive all confirmations within 120 days of the examination date. In these
cases, the independent public accountant may issue the surprise examination
report late, or he or she may modify the attestation opinion and issue the
report within 120 days. The independent public accountant should consider
the materiality of the assets not confirmed and the degree of assurance, if
any, that may be attainable from alternative procedures, within the 120-day
period in making this decision. If the report is issued late, the independent
public accountant may consider whether a material discrepancy that needs
to be communicated to the SEC exists due to noncompliance with the 120-day
requirement. It would depend on the facts and circumstances which alternative
would be preferable, and it is subject to the judgment of the registrant and its
independent public accountant.

XBRL Filing Requirements
.39 As of January 1, 2011, all mutual funds (open-end management investment companies) must provide the risk/return summary section of their
prospectuses to the SEC and on their websites using eXtensible Business Reporting Language (XBRL). This requirement begins with initial registration
statements and post-effective amendments that were annual updates to effective registration statements that become effective after January 1, 2011.
Mutual funds are also required to provide document and entity identifier tags,
such as the form type and fund's name.
.40 This interactive data is provided as exhibits to registration statements and as exhibits to prospectuses with risk/return summary information
that varies from the registration statement. Further, investment companies
are permitted to submit portfolio holdings information in the SEC's interactive data voluntary program without being required to submit other financial
information.
.41 An interactive data file submitted with a registration statement must
be filed as a post-effective amendment and must be filed after effectiveness of
the related filing, but not later than 15 business days after the effective date of
the related filing. An interactive data file required to be submitted with a form
of prospectus may be submitted with the filing or subsequent thereto, but no
later than 15 business days after the filing is made. For the interactive filing,
mutual funds are required to use the most recent list of tags released by XBRL
U.S. Specific liability provisions are in place regarding these interactive filings
until October 31, 2014, at which time these filings will be subject to the same
liability provisions as the related official filing.
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.42 These rule amendments are intended to increase the accessibility of
this information to mutual fund investors and others. Having the risk/return
summary in XBRL will enable investors, analysts, and the SEC to capture and
analyze that information more quickly and at less cost than is possible using
the same information provided in a static format. These rule amendments
do not change disclosure requirements under the federal securities laws and
regulations and will not alter the disclosure or formatting standards of mutual
fund prospectuses. If a filer does not provide the required interactive data
submission, or post the interactive data on its website, by the required due
date, the filer's ability to file post-effective amendments under Rule 485(b)
of the Securities Act of 1933, which provides for immediate effectiveness of
amendments that make nonmaterial and other changes, will be automatically
suspended. The suspension becomes effective when the filer fails to meet the
requirement and terminates as soon as the filer has submitted and posted the
required data.
.43 Auditors should be aware of these rule amendments and be prepared
to assist their clients, as appropriate. Because this is the first requirement
for investment companies to file information in XBRL, first-year challenges
will present themselves. It may be prudent for auditors to be aware of common mistakes in first year filings. While the SEC does not require assurance
on XBRL files nor any other form of auditor involvement, issuers may obtain
third-party assurance voluntarily. Statement of Position (SOP) 09-1, Performing Agreed-Upon Procedures Engagements That Address the Completeness, Accuracy or Consistency of XBRL-Tagged Data (AICPA, Technical Practice Aids,
AUD sec. 14,440), provides guidance on performing and reporting on agreedupon procedures related to the completeness, accuracy, or consistency of XBRLtagged data. These engagements are performed under AT section 201, Agreed
Upon Procedures Engagements (AICPA, Professional Standards). Readers are
encouraged to consult SEC Release No. IC-28617, Interactive Data for Mutual Fund Risk/Return Summary, located at www.sec.gov/rules/final/2009/339006.pdf, for full details of the rule amendments.

Political Contributions by Certain Investment Advisers
.44 "Pay to play" is the practice of making campaign contributions and
related payments to elected officials in order to influence the awarding of lucrative contracts for the management of public pension plan assets and similar
government investment accounts. Investment advisers for government pension
funds and other programs may provide investment advice and typically charge
the government fees for such advice. These fees are charged against the assets
of the pension fund or other investments related to this advice. The investment
advisers are often selected by trustees who are either themselves elected officials or are appointed by elected officials. However, the fairness of this selection
can be undermined by

r
r

the investment adviser making political contributions to elected
officials or candidates.
elected officials or their associates asking advisers for political
contributions, or otherwise creating a perception that only advisers who make contributions will be considered for selection (ergo,
pay to play).

.45 In June 2010, the SEC issued Release No. IA-3043, Political Contributions by Certain Investment Advisers, which includes prohibitions intended
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to capture not only direct political contributions by investment advisers, but
also other ways that advisers may engage in pay to play arrangements. The
SEC intends for this new rule, Rule 206(4)-5 of the Advisers Act, to prevent
fraudulent and manipulative conduct. Further, the release explains that the
SEC believes that pay to play is inconsistent with the high standards of ethical
conduct required of fiduciaries under the Advisers Act. If an investment adviser
(including certain executives and employees of the adviser) makes a political
contribution to an elected official in the position (including political incumbents
and political candidates) to influence the selection of an adviser, the adviser
would be prohibited from providing advisory services for compensation for two
years (either directly or through a fund). There are de minimis provisions as
well.
.46 The rule also prohibits an adviser (including certain executives and
employees of the adviser) from paying a third party to solicit a government
client on its behalf, unless that third party is an SEC-registered investment
adviser or broker-dealer subject to similar pay to play restrictions. Lastly, the
rule prohibits an adviser (including certain executives and employees of the
adviser) from engaging in pay to play conduct indirectly, such as by directing
or funding contributions through third parties, which include spouses, lawyers
or companies affiliated with the adviser.
.47 The compliance dates of the rules are staggered between March
14, 2011, and September 13, 2011, depending on the circumstances. The entire text of the release is located at sec.gov/rules/final/2010/ia-3043.pdf. The
SEC also released FAQs about the pay to play rule, which can be found at
www.sec.gov/divisions/investment/pay-to-play-faq.htm. Auditors should determine that their clients are aware of this new rule and may encourage management to incorporate this new rule into their internal processes.

Regulated Investment Company Modernization Act of 2010
.48 On December 22, 2010, the president signed the Regulated Investment
Company (RIC) Modernization Act of 2010, which makes significant changes in
various technical rules governing the tax treatment of RICs found in Subchapter M of the Internal Revenue Code. Many of the amendments are effective for
taxable years beginning after December 22, 2010; for calendar year companies,
2011 will be the first year many of these amendments will become effective.
.49 Historically, due to expiration provisions, RICs were limited in their
ability to carryforward capital losses. For taxable years beginning after December 22, 2010, carryforwards of net capital losses by RICs will no longer expire.
Further, net long-term capital losses will now retain their long-term character
when carried forward. However, those net capital losses incurred in taxable
years beginning before December 23, 2010, will continue to fall under the old
rules and be treated as 100 percent short-term, expiring according to their
original schedule. In addition, losses incurred after the effective date of the
revised law must be utilized prior to losses incurred prior to the effective date,
thereby increasing the possibility that capital loss carryforwards may expire
unused.
.50 Additionally, the act contains a transition provision under which any
capital losses incurred in taxable years beginning after December 23, 2010,
must be fully utilized before pre-enactment capital losses can be utilized. This
is likely to result in the expiration of many pre-enactment losses.
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.51 For taxable years in which the due date of the tax return is after
December 22, 2010, a RIC is able to cure inadvertent failures of its 90 percent
income test by paying a tax equal only to the amounts by which the RIC
failed the test. Prior to this amendment, the RIC would be subject to tax as a
corporation at a 35 percent rate for any failure of the income test. For example,
under the new act, if 87 percent of gross income is good income, the RIC would
owe a tax equal to 3 percent of gross income. Also, for taxable years in which the
tax return is due after December 22, 2010, a RIC may remedy an inadvertent
failure of the asset diversification test.
.52 Regarding dividends and other distributions, the act changed many
aspects of the prior tax treatment. The act repealed the preferential dividend
rules for publicly offered RICs for taxable years beginning after December 22,
2010. The preferential dividend rules stated that in order for a dividend to
qualify for the dividends paid deduction, it had to be distributed pro rata to
shareholders with no preference to one class compared with other shares of
the same class, and with no preference to one class compared with another
except to the extent the class was entitled to such preference. Additionally, a
RIC was required to designate the character of certain of its dividends under
previous law not later than 60 days after the close of its taxable year. This
requirement has been replaced with a requirement that these designations be
made by means of a written statement to shareholders that includes IRS Form
1099. Changes were also made to the following distribution topics: spillover
dividends, return of capital distributions, tax-exempt bond fund earnings and
profits, corrections of special designations, redemptions treated as exchanges,
funds of funds, deferral of late year losses, and exception to the holding period
requirement for certain exempt-interest dividends.
.53 For calendar years after 2010, all ordinary income or loss attributable
to the sale, exchange, or other disposition of property after October 31 is treated
as arising on the first day of the next calendar year for excise tax distribution
purposes. Effective at the same time is an extended excise tax exemption to
RICs that are owned by other tax exempt entities. A RIC can now also take into
account estimated payments of income tax made before January 1 for purposes
of the annual RIC excise tax for calendar years beginning after enactment.
Lastly, related to excise tax, the minimum distribution percentage for capital
gain net income is increased from 98 percent to 98.2 percent in calendar years
after 2010.
.54 In June 2011, the ICI wrote the U.S. Department of the Treasury and
the IRS requesting that certain implementation issues of the act be clarified
with further guidance. The three specific requests for guidance are to provide
that

r
r

the capital loss carryforward provision of the act is effective for
purposes of the calendar year 2011 excise tax calculation.
the bifurcation rules of Notice 97-64 (as modified by Notice 200439) are still applicable when necessary to avoid reclassification of
capital gains distributions reported by a RIC. Notice 97-64 should
also be updated for the act and it should be made clear that the
bifurcation approach does not apply in situations in which it is
not needed.
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RICs may satisfy the "written statement" requirements of the
act regarding the character of certain dividends by posting the
information on their public websites.

.55 The full text of the letter can be found at http://ici.org/pdf/25309.pdf.
.56 New tax rules, such as the RIC Modernization Act of 2010, are important for auditors and tax practitioners to be aware of during their client
engagements. Clients may seek to modify certain aspects of their operations
during 2011 to take advantage of these new tax amendments and may request advice from their auditors. It is also important to assess whether the
control environment is keeping pace with the changing tax rules and related
processes.

SEC Staff Comments and Observations
Disclaimer: The following comments and observations were compiled
by the AICPA Investment Companies Expert Panel and AICPA staff
and are not authoritative positions or interpretations issued by the
SEC or its staff. The highlights were not transcribed by the SEC or
its staff and have not been considered or acted upon by the SEC or its
staff. Accordingly, these comments and observations do not constitute
a statement of the views of the SEC or its staff. This is not intended
to be a comprehensive list.

Custody Rule

Enforcement Action
.57 In October 2010, there was an enforcement action against a public
accounting firm related to the surprise examination requirement of Rule 206(4)2 of the Advisers Act (the custody rule). The principal issue was that the adviser
commingled client securities with the adviser's proprietary securities, as the
adviser moved client securities from client accounts to the adviser's proprietary
collateral account. These client securities were pledged as collateral for the
adviser's proprietary loan. Such commingling is prohibited by paragraph (a)(1)
of the custody rule which requires, among other things, client assets of which
the adviser has custody to be maintained by a qualified custodian (i) in a
separate account for each client under that client's name or (ii) in accounts that
contain only [the adviser's] clients' funds and securities, under [the adviser's]
name as agent or trustee for the clients. However, the audit firm's opinion
indicated that the adviser complied with the aforementioned requirement and
did not qualify the surprise examination report. More information on the case
can be accessed at www.sec.gov/litigation/admin/2010/34-63030.pdf.

Pooled Investment Vehicles—Audit Provision
.58 Question VI.5 of the SEC staff's custody rule FAQs discusses when
using the "audit approach" (also referred to as the "audit provision") for PIVs
under Rule 206(4)-2(b)(4) of the Advisers Act that the financial statements
must be prepared in accordance with U.S. generally accepted accounting principles (U.S. GAAP) and audited by an accounting firm that is registered with,
and subject to regular inspection by, the Public Company Accounting Oversight
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Board (PCAOB) utilizing U.S. generally accepted auditing standards. The financial statements must be distributed to investors within 120 days of the fiscal
year end (or 180 days for funds of funds, see question VI.7 of the SEC staff's
custody rule FAQs; or 260 days for a "top tier" PIV that invests in one or more
funds of funds, see question VI.8B of the SEC staff's custody rule FAQs). PIVs
organized outside of the United States, or having a general partner or other
manager with a principal place of business outside the United States, may
have their financial statements prepared in accordance with standards other
than U.S. GAAP so long as they contain information substantially similar to
statements prepared in accordance with U.S. GAAP and contain a reconciliation of any material differences with U.S. GAAP. The SEC staff's custody rule
FAQs indicate that the Division of Investment Management would not recommend enforcement action if such reconciliation is included only in the financial
statements delivered to U.S. persons.

Pooled Investment Vehicles—Multiple Audit Opinions
.59 There may be situations in which a PIV may need two audit opinions
due to the requirements of the custody rule. For example, a firm needs to be
registered with, and subject to regular inspection by the PCAOB, but they also
may have a separate requirement by certain local regulators for a firm which
is locally registered but may not be subject to regular PCAOB inspection. The
SEC staff indicated that it would not object to including two audit opinions
with one set of financial statements or to advisers distributing a letter to their
investors explaining why there are two audit opinions. Additionally, in Schedule D, Section 7.B.(1), of Form ADV, SEC-registered investment advisers must
identify, among other things, the name and address of the independent public
accountant who audited a private fund and whether the independent public
accountant issued an unqualified opinion. For entities that have audit opinions issued on their financial statements out of the United States for purposes
of the custody rule, and out of another jurisdiction due to local regulatory requirements, the SEC staff indicated that both the U.S. and local accounting
firms should be listed on Form ADV.

Pooled Investment Vehicles—Accounting Standards Application
.60 There may be a situation in which international financial reporting
standards (IFRSs) are being used for certain funds in a master feeder structure
(with a U.S. adviser, U.S. feeder fund, offshore feeder fund, and offshore master fund). If the U.S. feeder fund is presented in accordance with U.S. GAAP
and the offshore feeder is presented in accordance with IFRSs, for purposes
of complying with the custody rule as indicated by the SEC staff, the basis of
accounting for the master fund would generally be U.S. GAAP. However, if the
master fund was prepared on another basis of accounting that was substantially similar to U.S. GAAP and any material differences were reconciled to
U.S. GAAP, this other basis may be permitted.
.61 As required by Rule 206(4)-2(b)(4) of the Advisers Act, advisers to PIVs
complying with the custody rule by distributing audited financial statements
prepared in accordance with U.S. GAAP to investors (that is, "Audit Provision")
must also distribute audited financial statements prepared in accordance with
U.S. GAAP upon liquidation of the pool to all limited partners (or members or
other beneficial owners), even when the liquidation occurs prior to the fund's
fiscal year-end.

ARA-INV .61

16

Audit Risk Alert

Pooled Investment Vehicles—Form ADV-E
.62 Pursuant to Rule 206(4)-2(a)(4)(iii), the required written agreement
between the investment adviser and the independent public accountant for
the surprise examination must provide that, upon the independent public accountant's resignation, dismissal, or other termination, the independent public
accountant must file within four business days a statement regarding the termination along with Form ADV-E. If an adviser uses the surprise examination
with respect to a PIV in one year and in the following year determines it will
be able to rely on the audit provision with respect to that PIV and engages the
same independent public accountant to perform that audit, the adviser should
initiate a filing of Form ADV-E since the independent public accountant will
not be reappointed for the surprise examination in the following year. Form
ADV-E would need to be filed in the Investment Adviser Registration Depository (IARD) system within four business days of determining that the adviser
would be relying on the audit provision.

Pooled Investment Vehicles—Special Purpose Vehicles Considerations
.63 As discussed in Release No. IA-2968, advisers to PIVs may use special purpose vehicles (SPVs) and control these SPVs themselves or through a
related party. To comply with the custody rule in this situation, the adviser
could either treat the SPV as a separate client (in which case the adviser will
have custody of the SPV's assets) or treat the SPV's assets as assets of the PIVs
of which it has custody indirectly. If the adviser treats the SPV as a separate
client, the adviser must comply separately with the custody rule's audited financial statement distribution or account statement and surprise examination
requirements. These financial statements or account statements would be distributed to the beneficial owners of the PIVs. Alternatively, if the adviser treats
the SPV's assets as assets of the PIVs of which it has custody indirectly, such
assets must be considered within the scope of the PIV's financial statement
audit or surprise examination.
.64 There may be a situation when multiple funds invest in a SPV and
the SPV liquidates before the funds' fiscal year-ends. The SEC staff indicated
that the funds can use the SPV provision discussed previously in this section
and include the SPV's assets or final distributions within the scope of the fund
audits in lieu of performing a liquidation audit of the SPV. Due to the related
party nature of this relationship, and even if these distributions are immaterial to each fund, the independent public accountant may consider performing
additional testing on the SPV.

Pooled Investment Vehicles—Commodity Pool Considerations
.65 If an SEC-registered adviser manages a commodity pool that holds
treasuries (as securities) in its margin account, the SEC staff indicated that
the commodity pool would be an advisory client due to its holdings of the
treasury securities. Therefore, the adviser would be subject to the custody rule
with respect to the portion of assets in such commodity pool that are funds
and securities. However, the SEC staff noted that if the commodity pool was
audited and the audit met the audit provision requirements of the custody rule,
the adviser would satisfy the custody rule with respect to the commodity pool.
In the year of liquidation, if the pool is liquidated at a time other than the
end of a fiscal year, even if the CFTC does not require a liquidation audit, the
custody rule would require one if the adviser is relying on the audit provision.
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Pooled Investment Vehicles—Audit Considerations
.66 Situations may arise in which a PIV commenced operations in December 2010, did not have an audit performed in 2010 because the adviser
was not registered with the SEC, and the adviser managing the PIV registered
with the SEC for the first time in July 2011. At the end of 2011, the PIV has
a 13-month audit performed. The SEC staff indicated this 13-month audit (as
opposed to the annual 12-month audit), would satisfy the annual audit provision exception under the custody rule as long as the balance sheet is presented
for every year that the adviser is subject to the custody rule. In this case, a
balance sheet as of December 31, 2011, and a 13-month income statement and
statement of changes would be sufficient. Presenting 2 sets of financial statements (one for the year and another for the stub period) may also be acceptable.
Additionally, if the fund liquidates on February 29, 2012, the balance sheets
for both December 31, 2011, and February 29, 2012, an income statement and
statement of changes in equity for the 12-months ended December 31, 2011,
and for the 2 months ended February 29, 2012, would be required (assuming
the PIV is exempt from the requirement to provide a statement of cash flows).
This is because, in this scenario, the adviser is subject to the custody rule for
both 2011 and 2012. However, if the adviser was registered in 2010, the audit
for the period ended December 31, 2010, would also be required.

Pooled Investment Vehicles—Privately Offered Securities
.67 In accordance with Rule 206(4)-2(b)(2) of the Advisers Act, for advisers
of PIVs, the exception from holding privately offered securities with a qualified
custodian for PIVs is only available if the PIV meets the criteria for the audit
provision. Therefore, privately offered securities held by a PIV that is not
using the audit provision are required to be held with a qualified custodian.
For a fund of funds that does not utilize the audit provision, this may result
in the qualified custodian holding the original partnership and subscription
agreements for investments in underlying funds. See also question VII.2 of the
SEC staff's custody rule FAQs for additional information.

Pooled Investment Vehicles—Defined Contribution Plans
.68 As discussed in question XII.1 of the SEC staff's custody rule FAQs, a
related person of an investment adviser may act as the trustee of a participantdirected defined contribution plan established for the benefit of the adviser's
employees. Further, as the trustee, this related person may select the service
providers for the plan, and may select the investment options available under
the plan (for example, mutual funds). The assets of the plan do not need to be
treated as client assets of which the adviser has custody in these circumstances
solely because the related person of the adviser is trustee, provided that

r
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neither the investment adviser nor a related person otherwise acts
as an investment adviser to the plan or any investment option
available under the plan, and
the investment adviser and the related person trustee are, to the
extent applicable, in compliance with the Employee Retirement
Income Security Act of 1974 and rules and regulations issued
there under with respect to the plan.

.69 However, the adviser is deemed to have custody of the plan when
one of the plan's investment options is a PIV managed by the adviser. The
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SEC staff indicated that, in this situation, all of the plan assets are subject to
the custody rule as both the plan and the fund are clients of the investment
adviser.

Club Deals
.70 Club deals are when multiple, unrelated investment advisers jointly
make an investment in a private company on behalf of funds they manage, and
such arrangements are common in private equity funds. The private investment is owned by a holding company and one of the participating investment
advisers may act in a control capacity. The holding company is generally not
audited as a stand-alone entity. The SEC staff indicated that if the holding
company was considered an advisory client, the adviser could comply with
the custody rule by using the audit provision and delivering the holding company's audited financial statements to investors in the private equity fund(s).
Investment advisers should consider consulting with their legal counsel on this
matter.

Surprise Examination—Attestation on the Entity’s Compliance
.71 The SEC staff noted that when an independent public accountant
performs a surprise examination under Rule 206(4)-2 of the Advisers Act or an
examination pursuant to either Rule 17f-1 or 17f-2 of the 1940 Act and attests
directly on the entity's compliance, and not on management's assertion about
compliance, that management's assertion would not need to be filed with the
SEC.

Surprise Examination—Closed Client Accounts
.72 As discussed in Release No. IA-2969, the independent public accountant should include accounts that were closed during the period or that have
a zero balance as of the date of examination in the scope of the surprise examination. If a client account was closed due to the death of the client, the
independent public accountant may consider examining the death benefit disbursement and death certificate to validate it is in accordance with the annuity
contract, or other alternative procedures.

Surprise Examination—Previous Noncompliance
.73 There may be situations when the independent public accountant is
first engaged to perform a surprise examination in 2011 and during the course
of that examination, realizes that the adviser should have had a surprise examination performed in 2010 but did not engage an independent public accountant
to perform a surprise examination in 2010. Rule 206(4)-2(a) of the Advisers Act
generally requires that client funds and securities of which an investment adviser has custody be verified by actual examination at least once during each
calendar year by an independent public accountant. An investment adviser
required to obtain a surprise examination must have entered into a written
agreement with an independent public accountant that provides that the first
examination will take place by December 31, 2010. The SEC staff stated this
fact pattern could be indicative of a material discrepancy with the provisions
of Rule 206(4)-2 of the Advisers Act. If it were deemed to be a material discrepancy, the independent public accountant must report to the SEC within one
business day of the finding. Based on the facts and circumstances, the independent public accountant may consider performing additional testing for the
prior year even though they were not engaged for that period.
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Surprise Examination—Date Selection
.74 Based on question I.3 of the SEC staff's custody rule FAQs, an investment adviser may have engaged an independent public accountant to perform
the first surprise examination as of early 2011 (for example, January 31, 2011).
If the next surprise examination will be performed in the next calendar year as
of November 30, 2012, there would be a 22-month time period between surprise
examinations. The SEC staff indicated that as long as the November 30, 2012,
examination is conducted on a "surprise" basis, the date would be acceptable as
Rule 206(4)-2(a)(4) of the Advisers Act requires the surprise examination to be
performed at least once per calendar year. Per Release No. IA-2969, the independent public accountant is also required to opine on the adviser's compliance
with Rule 204-2(b) of the Advisers Act for the period since the prior surprise
examination, which in this example, would cover the 22-month period.
.75 Question IV.6.B of the SEC staff's custody rule FAQs explains that
filing Form ADV-E and the surprise examination report is a two-step process
for the independent public accountant. First, the adviser must submit a Form
ADV-E in IARD that identifies the independent public accountant who will be
performing the surprise examination. Next, the independent public accountant
receives an email from IARD providing a unique, secure link which allows
the independent public accountant to upload a surprise examination report to
IARD. In a situation when a registrant or an independent public accountant
determines that an incorrect Form ADV-E was filed by the independent public
accountant or if an independent public accountant wants to revise the form
filed, the independent public accountant must file a new Form ADV-E and
provide an explanation about why the original form is being amended. This is
because revisions cannot be made to previously submitted documents.
.76 Independent public accountants filing Form ADV-E have encountered
difficulties uploading a single, text-searchable document that contained both
the independent public accountant's examination report and management's
assertion statement, as is required by the IARD filing system. The SEC staff
has indicated one submission is preferred (as opposed to multiple documents
being uploaded) and only one document may be uploaded per each Form ADV-E
within the IARD filing system as well. One way for users to accomplish this,
that the SEC staff has indicated is acceptable, is for the independent public accountant to produce its surprise examination report and obtain management's
assertion statement in Microsoft Word format and merge the two documents
into one document; then, type in the signature for the surprise examination report and management's assertion (//Accounting Firm X LLP//, and //Adviser XX
Name//), respectively, as applicable. The Word document can then be converted
into a PDF document and uploaded to IARD. Independent public accountants
should retain a physically signed copy of management's assertion statement
for their records. Another way to accomplish this is to prepare the signed independent public accountant's report in a text-searchable PDF document and
include the signed management assertion statements within the document as
a picture image.

Trial Compliance Surprise Examinations
.77 Some investment advisers engage compliance professionals to perform
diagnostic mock (trial) examinations to identify potential compliance issues
prior to SEC registration. If the adviser is not registered with the SEC at the
time of the mock examination, there would be no material discrepancy with the
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custody rule to report (if found), as the adviser is not obliged to comply with
the custody rule until registration. However, the independent public accountant's obligations under professional standards and federal securities laws and
regulations need to be considered.
.78 Additionally, when the actual surprise examination occurs and management signs the letter of representations, typically a representation is included that management has disclosed to the accounting firm all known
noncompliance and any communications from regulatory agencies, internal
auditors, and other practitioners regarding possible noncompliance with the
specified requirements. This would likely include the material discrepancy discovered during the mock examination that the practitioner reported to management.

Dual Registrants
.79 As explained in the definition of custody in Release No. IA-2968, custody includes possession of client funds or securities (but not of checks drawn
by clients and made payable to third parties) unless they are received inadvertently and they are returned to the sender promptly, within three business
days of receiving them.
.80 Questions about how to comply with the custody rule arise for dual
registrants—registered investment advisers that are also registered brokerdealers—as certain introducing broker-dealers may be required under Rule
15c3-3 of the Securities Exchange Act of 1934 to send third-party issued checks
on behalf of clients promptly to the clearing broker. If an adviser is dually
registered as an introducing broker, the introducing broker may receive client
checks and act as a qualified custodian. For example, checks are made out
to the introducing broker and the introducing broker cashes the checks and
sends the proceeds promptly to the clearing broker. If this is the case, as a
qualified custodian in accordance with Rule 206(4)-2(a)(6) of the Advisers Act,
the introducing broker would be required to obtain an internal control report
even if the introducing broker sends the checks promptly to the clearing broker
in accordance with the SEC's rules. Pursuant to question XIV.2 of the SEC
staff's custody rule FAQs, if a check is made to a third party and given to the
introducing broker who is dually registered as a registered investment adviser,
no internal control report is required.

SEC Filings Observations

Incentive Fee Accrual
.81 Technical Questions and Answers (TIS) section 6910.29, "Allocation of
Unrealized Gain (Loss), Recognition of Carried Interest, and Clawback Obligations" (AICPA, Technical Practice Aids), discusses how cumulative period-end
unrealized gains and losses, carried interest, and clawback obligations should
be reflected in the equity balances of each class of shareholder or partner interest at the balance sheet date of a nonregistered investment partnership. If a
nonregistered investment partnership reports capital by investor class, cumulative unrealized gains and losses, carried interest, and clawback provisions
would be reflected in the equity balances of each class at the balance sheet
date, as if the investment company had realized all assets and settled all liabilities at the fair values reported in the financial statements, allocated all gains

ARA-INV .78

21

Investment Companies Industry Developments—2011/12

and losses, and distributed the net assets to each class at the reporting date
consistent with the provisions of the partnership's governing documents.
.82 Certain BDCs are accruing incentive fees in their financial statements
based on the amount by which net realized gains (that is, realized gains less
realized losses) exceed unrealized losses and are excluding unrealized gains in
this calculation. This incentive fee accrual methodology is not in accordance
with the accrual basis of accounting in generally accepted accounting principles
(GAAP) or TIS section 6910.29. BDCs should accrue incentive fees based on
the amount by which net realized gains and unrealized gains exceed unrealized
losses even though Section 205(b)(3) of the Advisers Act prohibits advisers from
receiving payment of fees based on unrealized gains.
.83 Certain BDCs structure their advisers' incentive fees based on achieving a specific cumulative total return hurdle; that is, the adviser may not be
entitled to the incentive fees if the cumulative total return hurdle does not exceed a certain percentage (hurdle rate). If there is a total return hurdle, BDCs
should accrue incentive fees for financial reporting purposes as if all the assets
and liabilities have been liquidated at fair value at the reporting date, consistent with TIS section 6910.29. Therefore, if a BDC's cumulative performance
(including performance attributable to unrealized gains) exceeded the hurdle
rate, an incentive fee would be accrued. Conversely, if a BDC's cumulative
performance (including performance attributable to unrealized gains) did not
exceed the hurdle rate, an incentive fee would not be accrued. For example, if
8 percent is the hurdle rate and the BDC achieved a 10 percent return, the incentive fee should be accrued even on the unrealized gains. This accrual would
differ from the amount currently payable to the adviser under Section 205(b)(3)
of the Advisers Act if the accrual is based on unrealized gains. If a 7 percent
return was achieved with the same hurdle rate, the incentive fee would not
need to be accrued.
.84 If a registrant's cumulative total return on a hypothetical liquidation
basis is less than the total return hurdle rate and no incentive fee is accrued as
of the balance sheet date, registrants should provide the following disclosures:

r
r

r

Amount of cumulative net investment income, cumulative net realized, and cumulative net unrealized gains that would be subject
to the incentive fee accrual if the BDC had achieved the hurdle
rate at the balance sheet date
Amount of the incentive fee that would be accrued as of the balance
sheet date if the BDC had achieved the hurdle rate, or if not
practical based on the calculation methodology (for example, due
to catch up clauses and so on), the maximum incentive fee that
could be accrued (for example, 20 percent of cumulative net income
less prior incentive fee accruals)
Amount of cumulative total return (or metric used for the hurdle
rate) as of the balance sheet date in order to inform the shareholder how close the BDC is to achieving the hurdle rate (for
example, 8 percent hurdle and current return is 7.7 percent)

Financial Statements of Significant Subsidiary
.85 Rule 3-09 of Regulation S-X describes requirements for when separate
financial statements of a significant subsidiary should be filed with the SEC
and when those separate financial statements must be audited. It also explains
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that, insofar as practicable, the separate financial statements required should
be as of the same dates and for the same periods as the audited consolidated
financial statements required by Rules 3-01 and 3-02 of Regulation S-X. The
SEC staff noted an instance where the registrant did not meet the requirements
of Rule 3-09 since the registrant included financial statements of the significant
subsidiary which were unaudited. Registrants may consult with the SEC staff
to discuss financial statement requirements of significant subsidiaries.

Business Development Companies Observations
.86 The following are some SEC staff observations related to business
development companies:

r

r

r
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Diversity in practice exists around BDCs consolidating SPVs that
are not considered investment companies under the 1940 Act.
While Rule 6-03(c) of Regulation S-X expresses the general policy
that a registered investment company should not consolidate any
entity that is not itself an investment company, the SEC staff
noted that advisers should evaluate to determine whether consolidation would be more appropriate based on current U.S. GAAP
(FASB ASC 810, Consolidation), or if there should be additional
disclosure to provide transparency in the footnotes of the relationship between the BDC and the SPV. The SEC staff also noted that
Rule 3A-02 of Regulation S-X presumes that consolidated financial statements are more meaningful than separate statements
and that they are usually necessary for a fair presentation when
one entity either directly or indirectly has a controlling financial
interest in another entity. The SEC staff also indicated that in
certain circumstances, there may be a requirement to audit the
SPV and attach the related financial statements.
The SEC staff also noted a registration statement whereby the
registered investment adviser paid offering costs, but the BDC
would reimburse the adviser for these costs if certain circumstances were met or upon liquidation. There was no indication of
these costs being reflected in the BDC's seed balance sheet or the
note disclosures. Under the terms of the reimbursement agreement, it appeared the BDC would be virtually unable to escape
repayment (regardless of it being successful or unsuccessful), as it
would inevitably ultimately liquidate. Therefore, the SEC staff's
view was that the BDC would need to record those costs currently.
This position was analogized to their position taken on expense
recapture plans which enable the adviser to recoup previously
waived fees if the fund operates below its expense cap in future
years. If an adviser is waiving fees, but recoupment is probable,
the fund would need to accrue the recoupment which would offset
the benefit of a current year's waiver.
The SEC staff had four additional observations from recent reviews of BDC financial statements:
—

Certain BDCs did not disclose maturity dates of portfolio
loans on their schedule of investments (SOI), as required
by Rule 12-12 of Regulation S-X.

—

For securities that pay a combination of cash and payment in kind (PIK) interest, some BDCs have reported
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the interest rate on these securities as the combination
of the two rates and did not disclose that a portion of
the interest is PIK. The SEC staff noted that registrants
should disclose the portion of interest that is PIK and
may also consider disclosing both the cash and PIK rates
in the SOI or a footnote thereto.
— A BDC had borne certain organization costs which were
included in accumulated net investment loss on the seed
balance sheet and disclosed in the notes to the financial
statements. However, the BDC did not include a statement of operations reflecting the organization costs as
an expense. The SEC staff asked for the statement of
operations to be provided.

r

— The SEC staff observed that certain BDCs have included U.S. treasury securities within the "Cash and
Cash Equivalents" caption on the balance sheet. The SEC
staff noted these securities should be categorized as investments and as such, reflected on the SOI.
Some BDCs invest in total return swaps as a form of financing
through a consolidated wholly owned subsidiary. Typically, the
BDC selects a portfolio of loans that are placed into the total return swap as the reference asset and is required to post collateral
equal to 20–25 percent of the notional value of these loans with
the counterparty. The BDC receives the cash interest and any realized gains on the portfolio of loans and pays a floating rate of
interest plus any realized losses on that portfolio of loans to the
counterparty. The SEC staff noted the cash posted as collateral in
these transactions should be presented separately on the balance
sheet (that is, not included in the "Cash" line item but rather a
separate line item such as "Due From Broker"). The SEC staff observed that generally, the financial statements include a separate
footnote which discloses the total return swap's key risks, contractual terms, and other disclosures required by FASB ASC 815,
Derivatives and Hedging. For each loan comprising the reference
asset, the SEC staff requested disclosure of the name of the loan
borrower, the notional amount, the fair value, the interest rate,
and maturity date. The SEC staff also requested disclosure of any
termination or commitment fees that may be payable by the BDC
to the counterparty and of how the total return swap would affect
the calculation of the management fee and incentive fee payable
to the adviser.

Surprise Examination Material Discrepancies
.87 Since the amendments to the custody rule have become effective, the
SEC has received numerous notification letters from accounting firms regarding material discrepancies as a result of surprise examinations performed.
These notifications included the following:

r

Certain registered investment advisers did not comply with the
quarterly account statement requirements of Rule 206(4)-2(a)(3)
of the Advisers Act. One instance was when a qualified custodian
held securities on an omnibus basis for an unrelated law firm
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r
r

r

r

and sent the quarterly account statements to the law firm, who
then sent individual account statements to investors. The qualified custodian should have sent the account statements directly
to the investors.
A registered investment adviser received checks on behalf of
clients and forwarded them to the qualified custodian instead of
returning those checks to the sender within three business days
of receiving them (as discussed in the definition of custody in Rule
206(4)-2(d)(2)).
A registered investment adviser sponsored a PIV for which audited financial statements were not prepared in accordance with
U.S. GAAP. Since the audit provision of Rule 206(4)-2(b)(4) of the
Advisers Act could not be relied upon, a qualified custodian was
required to send quarterly account statements to pool investors
and hold all of the PIV's privately offered securities. The independent public accountant reported that quarterly account statements were not sent to investors by the qualified custodian and
the PIV's privately offered securities were not held by a qualified
custodian.
An adviser used the privately offered securities exemption, but
the securities did not meet the definition of privately offered securities. Rule 206(4)-2(b)(2) of the Advisers Act generally exempts
privately offered securities from the qualified custodian requirements established under Rule 206(4)-2(a)(1) of the Advisers Act
provided certain requirements are met. Rule 206(4)-2(b)(2) defines
privately offered securities as securities that are (i) acquired from
the issuer in a transaction or chain of transactions not involving
any public offering, (ii) uncertificated and ownership thereof is
recorded only on the books of the issuer or its transfer agent in
the name of the client, and (iii) transferable only with prior consent of the issuer or holders of the outstanding securities of the
issuer.
Client funds and securities were held by an entity that is not a
qualified custodian, as is required by Rule 206(4)-2(a)(1) of the
Advisers Act.

Surprise Examination Reporting
.88 The SEC staff noted the following comments compiled during its review of certain surprise examination reports:

r
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The independent public accountant's surprise examination report
should include an opinion on compliance with paragraph (a)(1) of
Rule 206(4)-2 of the Advisers Act as of the examination date and
with Rule 204-2(b) of the Advisers Act during the period since the
prior examination date (or for a first year examination, compliance
with Rule 204-2(b) since the date the adviser became subject to
the rule. See question IV.5 of the SEC staff's custody rule FAQs).
Some examination reports only covered compliance with paragraph (a)(1) of Rule 206(4)-2 of the Advisers Act, but they failed
to mention compliance with Rule 204-2(b) of the Advisers Act regarding the registered investment adviser's maintenance of books
and records which are required to be maintained. Other reports
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r
r
r
r

stated that the registered investment adviser was in compliance
with Rule 204-2(b) only as of the examination date.
Release No. IA-2969 states that the surprise examination is to
be conducted in accordance with AICPA attestation standards
and references AT section 601. An independent public accountant
issued an agreed-upon procedures report, instead of a compliance
examination conducted in accordance with AT section 601.
Paragraph .24 of AT section 601 lists numerous elements that
are required to be included in the practitioner's report. Certain
surprise examination reports were missing key reporting components, such as a statement that the subject matter is the responsibility of the entity's management, among other components.
Certain independent public accountants reported on management's statement regarding compliance with certain provisions
of Rule 206(4)-2 of the Advisers Act, but they did not include management's assertion in the filing.
Certain surprise examination reports were missing key procedures, such as confirmation of funds or securities with clients (or
other appropriate alternative procedures). See Release No. IA2969 for further details of confirmation expectations.

Additional Investment Adviser Observations
.89 Additional areas of focus or findings from the Office of Compliance Inspections and Examinations (OCIE) inspections of investment advisers include

r
r
r

r

Valuation of investments, including the documented policies and
procedures for valuing client assets and calculating net asset
value (NAV).
Conflicts of interest, particularly related to fees expensed and
compensation paid to the advisers.
Custody, noting that during inspections OCIE is continuing to use
some level of confirmation of client assets, and for private funds,
OCIE may discuss confirmation procedures performed by independent public accountants during their audits of private funds.
OCIE also may request access to review the independent public
accountant's work papers to reduce the amount of confirmation
requests it sends.
An adviser of a PIV that was planning on using the audit provision
did not have audited financial statements distributed within 120
days after year-end (or, in the case of a fund of funds, 180 days).
This is required under Rule 206(4)-2(b)(4)(i) of the Advisers Act.
Question VI.9 of the SEC staff's custody rule FAQs states that the
SEC's Division of Investment Management would not recommend
enforcement action against an adviser that is relying on the audit
provision and could not deliver the financial statements on time if
the adviser reasonably believed they would be distributed within
the deadline, but it failed to have them distributed due to certain
unforeseeable circumstances. This did not apply in this scenario
as the audited financial statements had been significantly delayed
for multiple years.
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Expense Recapture Plans
.90 Due to improved market conditions, funds that have expense recapture
plans may need to pay back expenses that had previously been waived. The
SEC staff has indicated that within a fund's registration statement, the funds
should use a separate line item in the fee table, similar to the presentation
treatment for a contractual fee waiver, for disclosure of the recaptured expense
amount.
.91 Instruction 3(c)(iii) to Item 3 of Form N-1A (page 13) indicates that
within the "Other Expenses" category, the fund may subdivide this caption into
no more than three sub-captions that identify the largest expense or expenses
comprising "Other Expenses." Frequently, the recaptured amount paid is not
quantitatively significant and is not among the three largest components of
"Other Expenses." However, due to the qualitative importance of this item, the
SEC staff indicated that in such cases, the fund should separately present these
amounts paid. The staff was not prescriptive in where the disclosure should be
in the table and would not object if these amounts were presented similar to
the presentation of a contractual fee waiver or if they are included in "Other
Expenses," listed out separately, even when they are quantitatively not among
the three largest components of "Other Expenses."

Form N-MFP Observations
.92 Rule 30b1-7 of the 1940 Act requires every registered open-end management investment company, or series thereof, that is regulated as a money
market fund under Rule 2a-7 of the 1940 Act to file with the SEC a monthly
report of portfolio holdings on Form N-MFP, as of the last business day of the
previous month. This must be filed no later than the fifth business day of each
month. The SEC will make the information filed on this form available to the
public 60 days after the end of the month to which the information pertains.
.93 The SEC staff noted the following comments related to recently submitted Form N-MFP:

r
r
r
r
r
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Item 14 requires the total value of other assets; any cash held
by the fund should be included in this item and not in Item 13,
because cash does not qualify as a security.
Item 27 requires the title of a security to include its description,
coupon, or yield.
Item 44 requires illiquid securities to be identified, which would
include term repurchase agreements that extend beyond five business days.
Items 17 and 24 require that the yield information should be input
as a decimal point as opposed to a whole number percentage (that
is, if the yield is 13 percent, ".13" should be entered rather than
"13").
Item 31 requires registrants to indicate categories of investments.
Certain registrants were not categorizing securities correctly. For
example, foreign sovereign debt should not be categorized as
"Treasury Debt." Securities should be categorized based on the
category that most closely identifies the instrument.
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Consolidation
.94 The SEC staff noted the following scenario in which a registrant and
its auditor consulted the staff: an open-end registered investment company
(Fund) invests in a wholly owned, non-SEC-registered Cayman Islands tax
blocker (Cayman Blocker). The Cayman Blocker invests in a wholly owned
non-SEC-registered commodity pool (CP). The Fund's ultimate exposure to the
CP could represent up to 25 percent of the Fund's total assets. The arrangement
represents a three-tiered structure. The staff noted that the Fund consolidated
the Cayman Blocker in its semiannual financial statements, but the Cayman
Blocker did not consolidate the CP (and, therefore, the Fund did not consolidate
the CP) even though the Cayman Blocker owns 100 percent of the CP and
economically controls it. The Fund's semiannual financial statements reflected
the investment in the CP within the investments line item on the balance sheet
and reflected the name of the CP on the SOI. The Fund's semiannual financial
statements did not provide any transparency into the holdings or expenses
of the wholly owned CP. In addition, the Fund's expense ratio did not reflect
the expenses of the CP. The registrant initially concluded the Fund, which
consolidates the Cayman Blocker, should not consolidate the CP based on Rule
6-03(c)(1) of Regulation S-X that states that registered investment companies
may only consolidate investment companies. The CP is neither an investment
company, as defined in the 1940 Act, nor an entity that would be an investment
company under the 1940 Act but for the exceptions in Sections 3(c)(1) or 3(c)(7).
.95 The staff informed the registrant that under GAAP, the consolidation
analysis needs to be evaluated using a "bottom up" approach. First the registrant should determine whether the Cayman Blocker should consolidate the
CP. Since both the Cayman Blocker and the CP are non-SEC-registered funds
and are both investment companies under GAAP, the registrant determined
the Cayman Blocker should consolidate the CP because it has a controlling
financial interest in the CP. Next, the registrant should determine whether
the Fund should consolidate the Cayman Blocker. Because the registrant had
previously determined the Fund should consolidate the Cayman Blocker, the
registrant determined it was appropriate to consolidate the whole three-tiered
structure. Therefore, upon consolidation in its audited annual report, the Fund
included all of the CP's investments in its SOI and included the CP's expenses
in its statement of operations and expense ratio.
.96 Another registrant created a structure similar to the one described
in the previous example in order to obtain exposure to commodities. In this
fact pattern, an open-end registered fund invests in a wholly owned non-SECregistered Cayman tax blocker and the Cayman tax blocker invests in five
wholly owned non-SEC-registered commodity pools. The Fund's exposure to the
commodity pools in the aggregate could represent up to 25 percent of the Fund's
total assets. Subsequent to the SEC staff's review of the registrant's financial
statements, this registrant concluded it was appropriate for all entities to be
consolidated. The analysis performed by the registrant was similar to the one
mentioned in the previous example.
.97 The SEC staff also noted that Rule 3A-02 of Regulation S-X presumes that consolidated financial statements are more meaningful than separate statements and that they are usually necessary for a fair presentation
when one entity either directly or indirectly has a controlling financial interest
in another entity.
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Variable Rate Demand Notes
.98 During the financial statement review process, the SEC staff observed
that certain funds were holding variable rate demand (VRD) notes with liquidity enhancements (in addition to credit enhancements). The staff learned that
only a few, large banks provide these liquidity enhancements and that not
all mutual funds were disclosing the liquidity enhancements, the liquidity enhancement providers, and the possible credit concentration provided in these
arrangements. The SEC staff reiterated that when funds have investments in
securities with liquidity enhancements, funds should consider the guidance in
FASB ASC 946-210 regarding identification of third parties providing credit
enhancements. Similar disclosure should be considered and would include the
name of the liquidity provider in the security's description in the SOI and discussion of the liquidity enhancement arrangements within the notes to the
financial statements.

XBRL Filings
.99 Since provisions for filing certain prospectus data became effective on
January 1, 2011, the SEC staff has received numerous questions which fall
under three themes: filing process, the viewer, and website postings.
.100 Regarding the filing process, questions have been related to which
form to use and how the filing should be made. The SEC staff noted that to help
address some of these questions, registrants have the opportunity to perform
a test filing before each actual filing within EDGAR. This test filing will allow
the adviser to put the XBRL submission though EDGAR's validation process,
and it can preview the submission to ensure data integrity and completeness.
.101 The SEC staff noted that the viewer should be used as a tool and
should not be considered the end goal for XBRL filings. In using the viewer,
the adviser should ensure that all data contained in the HTML version of
the Risk/Return Summary is in the XBRL filing. Further, there are certain
limitations to the viewer, most of which relate to formatting. Therefore, in
certain circumstances, the XBRL data viewed in the viewer will not exactly
match how it has been disclosed in its HTML version.
.102 There is also a requirement in the rule for website posting of the
XBRL data. If a fund does not have a website, the SEC staff expects that
it would be posted on a website from which an investor obtains that fund's
financial information or literature. Typically, this would be the website of the
fund's sponsor, distribution agent, or another appropriate third party.
.103 The SEC staff encourages users to submit any XBRL-related questions via email to Ask-oid@sec.gov.

Registered Funds of Hedge Funds
.104 The SEC staff noted that it has observed that certain registered
funds of hedge funds with fiscal year-ends other than December 31 (for example, March 31) were not properly accruing incentive fees or allocations in their
financial statements. Such registered funds of hedge funds usually have provisions in their offering documents that provide that incentive fees or allocations
crystallize and are payable to the adviser/General Partner at December 31. The
SEC staff has observed that certain of these registered funds of hedge funds
accrue the incentive fees or allocations on the statement of operations or statement of changes through December 31 and disclose the amount of incentive
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fees or allocations payable from January 1 through March 31 in the footnotes.
The SEC staff believes that for a fund with a March 31 fiscal year-end, incentive fees or allocations should be accrued on the statement of operations or
statement of changes for the period from April 1 through March 31, even if the
incentive fees or allocations are payable to the adviser or General Partner on
December 31. Further, the SEC staff noted that when making fair value determinations of investee hedge funds, registered funds of hedge funds should
consider whether the investee hedge funds properly accrue incentive fees or
allocations.
.105 In addition, valuation due diligence for registered funds of hedge
funds should be an ongoing and continual process. This process should be
regularly evaluated so to ensure that, among other things, the investee funds
are properly documenting and implementing the change of their policies, and
whether those policies and procedures are in accordance with FASB ASC 946,
Financial Services—Investment Companies.
.106 Frequently, registered funds of hedge funds will use the NAV of the
investee hedge funds for valuation purposes. This is permissible under paragraphs 59–62 of FASB ASC 820-10-35 as a practical expedient. TIS sections
2220.18–.23 (AICPA, Technical Practice Aids) are intended to assist reporting
entities when estimating the fair value of their investments in certain entities
that calculate NAV. However, two conditions must be met for registered funds
of hedge funds to use the practical expedient:
1. The NAV of the investee hedge fund must be calculated in a manner
consistent with the measurement principles of FASB ASC 946.
2. The investee's NAV must be calculated as of the reporting entity's
measurement date.
.107 FASB ASC 820-10-35-62 states that a reporting entity is not permitted to use the practical expedient if, as of the reporting entity's measurement
date, it is probable that the reporting entity will sell the investment for an
amount different from the NAV. The registrant should also have a policy to
determine whether the registered fund should move off of the reported NAV
and whether adjustments to the NAV should be made, for example if one of the
two previous criteria is not met.

Principal Protection
.108 The SEC staff noted a fund that recently launched had a form of
principal protection, which is provided by a third party. In those situations,
the fund should consider whether the related contract providing the protection
is a derivative that also needs to be fair valued and presented separately in the
SOI.

Credit-Risk-Related Contingent Features
.109 FASB ASC 815-10-50-4H requires an entity that holds or issues
derivative instruments to disclose all of the following for every annual and interim reporting period for which a statement of financial position is presented:

r
r

The existence and nature of credit-risk-related contingent features
The circumstances in which credit-risk-related contingent features could be triggered in derivative instruments that are in
a net liability position at the end of the reporting period
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The aggregate fair value amounts of derivative instruments that
contain credit-risk-related contingent features that are in a net
liability position at the end of the reporting period
The aggregate fair value of assets that are already posted as collateral at the end of the reporting period
The aggregate fair value of additional assets that would be required to be posted as collateral if the credit-risk-related contingent features were triggered at the end of the reporting period
The aggregate fair value of assets needed to settle the instrument
immediately if the credit-risk-related contingent features were
triggered at the end of the reporting period

.110 An example of a credit-risk-related contingent feature would be if
the fund is required to accelerate payments to counterparties for derivatives in
a net liability position when the fund's NAV decreases by a certain percentage.
.111 The SEC staff has observed varying levels of disclosure around these
types of instruments in various registrants' financial statements. Certain registrants which met the disclosure requirements included discussion on the trigger features, and disclosed the purpose of the credit-risk-related contingent
feature in plain English (for example, it will reduce the risk that the fund will
not fulfill its payment obligations to counterparties). Other registrants provided general disclosure that there were derivatives with credit-risk-related
contingent features but did not include all of the aforementioned disclosure
requirements. The SEC staff observed other registrants with significant use of
derivatives that did not have any disclosure of whether these were derivatives
with credit-risk-related contingent features.

Gain Contingencies for Fair Fund Distributions
.112 A Fair Fund is a fund established by the SEC, in accordance with
section 308 of the Sarbanes-Oxley Act of 2002, that distributes disgorgement
(returns of wrongful profits) as well as any SEC imposed penalties to investors
that may have been harmed as a result of fraud or misconduct. The SEC
approves the creation of a Fair Fund as well as the distribution plan of the Fair
Fund and ultimately makes distributions to the harmed investors. Before each
distribution from the Fair Fund, the SEC publicly posts an order directing the
disbursement of the Fair Fund on its website. Once the order is posted on the
SEC's website, there could be a time lag between the date the order is posted
and the actual date the cash is distributed.
.113 When funds qualify to receive Fair Funds distributions, such distributions represent gain contingencies. FASB ASC 450-30-25-1 states that a
contingency that might result in a gain usually should not be reflected in the
financial statements because to do so might be to recognize revenue before its
realization. Therefore, funds generally do not record gain contingencies until
cash is received. However, given the lag between the date the order is posted
and the date the fund receives cash, the SEC staff is concerned that investors
may try to market time the fund. This is because investors will know that once
the fund receives the cash, the fund's NAV will increase as a result of recording
the gain. The SEC staff has worked with registrants entitled to receive Fair
Fund distributions to mitigate the risk of market timing through the consultation process. Upon consultation, the SEC staff has permitted registrants to
reflect the Fair Fund distribution to be received in the NAV prior to the date
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the SEC publicly releases the order if the SEC staff is certain the order will
be issued within a reasonable period of time. The SEC staff encourages registrants who are eligible to receive Fair Fund distributions to consult with the
SEC staff regarding the appropriate timing of the gain recognition.
.114 The SEC staff commented that one situation occurred in which a fund
did not consult with the SEC staff and recorded a gain contingency in its NAV
prior to having certainty of receipt of a Fair Fund distribution. In this situation,
the SEC staff expressed concern that the adviser earned management fees on
assets that were not investable and that did not generate any income or return.

Expense Ratio
.115 Instruction 4(b) to Item 13(a) in Form N-1A explains the calculation
of the expense ratio and references Rule 6-07 of Regulation S-X in determining
which expenses are required to be presented in the statement of operations.
Certain registrants present expense ratios in the financial highlights that do
not include all of the expenses in the statement of operations; for example,
some excluded interest expense, short dividend expense, and/or tax expense.
The expense ratio must include all expenses in the statement of operations.

Derivatives
.116 In the SEC staff's July 2010 letter to the ICI related to derivative disclosures by investment companies, one item mentioned was the MDFP section
of a registrant's annual report to shareholders which must include discussion
on factors that materially affected the fund's performance during its most recently completed fiscal year, including the relevant market conditions and the
investment strategies and techniques used by the fund's investment adviser (as
required by Item 27 of Form N-1A). The SEC staff continues to observe some
registrants' filings in which the MDFPs are too vague. For example, certain
MDFPs may indicate that funds use derivatives, but they do not elaborate on
how derivatives contributed to or detracted from the fund's performance. Further, the SEC staff has observed filings in which the statement of operations
reflects that a significant amount of income or loss from derivatives, but yet
there is no discussion in the MDFP about the fund's use of derivatives.

Narrative Pro Forma Financial Statements
.117 The reporting of pro forma financial information in Form N-14 filings
for investment company mergers is governed by Article 11 of Regulation SX. Rule 11-02(b)(1) of Regulation S-X permits a narrative description of the
pro forma effects of the transaction in lieu of condensed pro forma financial
statements when there are a limited number of pro forma adjustments and
those adjustments are easily understood.
.118 The SEC staff has recently given certain comments on registrants'
narrative pro forma financial statements, including some instances when certain items are excluded from the narrative discussion. For example, there have
been situations when registrants did not disclose the costs and tax implications of portfolio realignment. Also, some registrants include in the narrative
description pro forma adjustments to fees and expenses as a result of the
merger and disclose the pro forma adjustments as a dollar amount. However,
by just showing the dollar amount, the actual impact is not put into perspective
for shareholders. Therefore, a percentage impact of the pro forma adjustments
should also be disclosed.
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Advisory Contract Approval
.119 The SEC staff has observed that some funds are still using boilerplate language when describing the investment advisory contract approval
process as required by Item 27 (d) (6) page 60 of Form N-1A. The instructions
there note that if any investment advisory contract is approved by the board
of directors during the fund's most recent fiscal half-year, the fund should discuss in reasonable detail the material factors and the conclusions with respect
thereto that formed the basis for the board's approval, in addition to other
required disclosures. Registrants need to be specific in their disclosure and
address all items required to be disclosed by Form N-1A. If a registrant could
roll forward the disclosure from year to year, then it is probably too generic.

CFTC Developments
CFTC Part 4 Regulations Amendments
.120 Effective June 17, 2011, the CFTC amended its Part 4 Regulations
to provide relief from certain disclosure, reporting, and recordkeeping requirements for commodity pool operators (CPOs) of commodity pools whose units
of participation are listed and traded on a national securities exchange (commodity ETFs). This action, now falling under CFTC Regulation 4.12(c), codifies
relief which CFTC staff previously had issued to these CPOs on a case-by-case
basis. It also codifies under CFTC Regulation 4.13(a)(5) relief from the CPO
registration requirement for certain independent directors or trustees of these
actively managed commodity pools that CFTC staff similarly has issued.
.121 These amendments also require that requests for relief under CFTC
Regulations 4.12(c) and 4.13(a)(5) be filed through National Futures Association's (NFA) electronic exemption system available at www.nfa.futures.org/
NFA-electronic-filings/exemptions.HTML by a person duly authorized to bind
the CPO or commodity trading advisor. Any commodity ETF or independent director or trustee which was previously granted relief from these requirements
by CFTC staff need not file a request for relief.
.122 Questions concerning the electronic exemption system or these
amendments may be directed to Mary McHenry at mmchenry@nfa.futures.org
or 312.781.1420, Susan Koprowski at skoprowski@nfa.futures.org or 312.781.1288,
or NFA's Information Center at 800.621.3570.

CFTC Annual “Dear CPO” Letter
.123 On February 2, 2011, CFTC staff issued its annual letter to CPOs outlining key reporting issues and common reporting deficiencies found in annual
financial reports for commodity pools. The CFTC anticipates issuing a similar letter in January 2012. The letter emphasizes the CFTC staff's concerns
and, accordingly, may alert the auditor to high-risk issues that could affect
assertions contained in the financial statements of commodity pools. CFTC
staff also suggests that CPOs share the letter with their independent auditors.
Major concerns addressed in the letter include the following:

r
r
r
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Filing deadlines and due dates of commodity pool financial filings
Master-feeder and fund of funds
Requests for limited relief from U.S. GAAP compliance for certain
offshore commodity pools

r
r
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Reports of liquidating pools
Accounting resources
— FASB ASC
— AICPA Commodities Audit practice aid
— AICPA Audit Risk Alerts
— FASB ASC 820, Fair Value Measurement (formerly FASB
Statement No. 157, Fair Value Measurements)

.124 The division has issued similar letters in prior years, which are
available at the commission's website.1 Those letters should be consulted with
respect to commodity pool annual financial statements and reporting. Readers
are encouraged to view the full text of this letter at www.cftc.gov/ucm/groups/
public/@iointermediaries/documents/file/cpoannualguidanceletter2010.pdf
and monitor the CFTC website for the most recent guidance.
.125 Auditors may also consider additional CFTC guidance related to
auditing regulatory supplementary schedules, maintaining minimum financial
requirements and notification requirements, segregation of customer funds in
multiple currencies, and foreign exchange transactions. Readers may refer to
the Audit Risk Alert Financial Institutions Industry Developments: Including
Depository and Lending Institutions and Brokers and Dealers in Securities—
2011/12 or the CFTC website at www.cftc.gov for additional details.

Audit Developments
Form N-2 Senior Securities Table
.126 Item 4.3 of Form N-2 describes the requirements for the senior securities table, including the disclosure of debt coverage information. This applies
to the registration statements of both closed-end funds as well as BDCs. As
discussed in instruction 8 to Item 4.1, the senior securities table is required
to be audited. This topic is further discussed in the SEC's February 2001 Annual Industry Comment Letter from the Chief Accountant of the Division of
Investment Management ("Dear CFO" letter). However, diversity in practice
still exists regarding compliance with the audit requirement for the senior
securities table.
.127 In meeting the form's requirements in Item 24 to include financial
statements, financial highlights, and an audit opinion covering the financial
statements and financial highlights, registrants typically incorporate by reference the annual report. However, the senior securities table is not required
to be included in annual reports to shareholders. The 2001 "Dear CFO" letter
(www.sec.gov/divisions/investment/im021401.htm) explains that the SEC does
not believe the requirement that the senior securities table be audited is met
merely because the information in the table is able to be derived from financial
statements. Therefore, to meet the audit requirement, the independent public
accountant must express an opinion on the senior securities table itself or on a
financial statement or financial highlights that explicitly includes the information found in the senior securities table. One way to meet the senior securities
1
Prior letters from 1998 forward are available at the U.S. Commodity Futures Trading Commission's website at www.cftc.gov/industryoversight/intermediaries/guidancecporeports.html.
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table audit requirement is for registrants to include the senior securities table
information with the per share and ratio information in the financial highlights. Because the financial highlights are specifically covered by the audit
opinion, the senior securities table information also would be covered. If registrants, however, include the senior securities table information elsewhere in
the annual report (for example, in an unaudited section, such as MDFP), the
audit opinion must expressly cover the senior securities table. Alternatively, if
a registrant includes the senior securities table only in the registration statement, the registrant should file a separate opinion in the registration statement
covering the senior securities table information.

Books and Records of Investment Advisers
.128 A registered investment adviser who has custody of possession of securities or funds of any client, in accordance with Rule 204-2(b) of the Advisers
Act, is required to keep the following records:

r
r
r
r
r

A journal or other record showing all purchases, sales, receipts
and deliveries of securities (including certificate numbers) for such
accounts and all other debits and credits to such accounts.
A separate ledger account for each client showing all purchases,
sales, receipts and deliveries of securities, the date and price of
each purchase and sale, and all debits and credits.
Copies of confirmations of all transactions effected by or for the
account of any such client.
A record for each security in which any such client has a position,
which record should show the name of each such client having any
interest in such security, the amount or interest of such client, and
the location of each security.
A memorandum describing the basis upon which the adviser has
determined that the presumption that any related person is not
operationally independent under Rule 206(4)-2(d)(5) of the Advisers Act has been overcome.

A reconciliation of confirmation responses against the adviser's books and
records may assist the auditor in ensuring the adviser was in compliance with
this provision.

Auditor’s Report on Internal Control
.129 With its annual filing, as described in Sub-Item 77B of Form N-SAR,
a registered management investment company should furnish to the SEC a report of its independent public accountant on the company's system of internal
accounting controls. This report should be based on the review, study, and evaluation of the accounting system, internal accounting controls, and procedures
for safeguarding securities made during the audit of the financial statements.
The report should disclose material weaknesses in the accounting system and
the system of internal accounting control and procedures for safeguarding securities which exist as of the end of the registrant's fiscal year. Disclosure of a
material weakness should include an indication of any corrective action taken
or proposed.
.130 Consider a situation in which a fund had NAV errors for a period
of months that were discovered during the preparation of interim financial
statements by the company. If the error was identified and corrected at this
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time, it would seem that the controls over financial reporting were effective—
as the company caught the error. Further, because the annual internal control
reports are issued "as of" year-end, no material weaknesses would have existed
at the year-end date. However, an auditor may consider what type of general
control framework allowed NAV errors to exist for some period of time and
what impact that could have on both the auditor's assessment of controls and
management's certification about whether significant changes in the control
structure had occurred during the period.

Audit Risks in Emerging Markets
.131 In October 2011, the PCAOB published Staff Audit Practice Alert
No. 8, Audit Risks in Emerging Markets (AICPA, PCAOB Standards and Related Rules, PCAOB Staff Guidance sec. 400.08), with the intent of increasing
auditors' awareness of risks when performing audits of entities with operations
in emerging markets. This practice alert focuses on the risks of misstatement
due to fraud, the auditors' responsibilities for addressing those risks, and other
responsibilities under PCAOB auditing standards.
.132 Observations of the PCAOB that led to the topics in this practice
alert include discrepancies between an entity's financial records and audit evidence obtained from third parties, auditor difficulties in confirming cash and
receivable balances, and the recognition of revenue from contracts or customers
whose existence cannot be corroborated. Further, fillings with the SEC have revealed auditor resignations, accounting irregularities, and circumstances that
could constitute illegal acts for purposes of Section 10A of the Securities Exchange Act of 1934.
.133 Significant differences can exist between the business environments
faced by entities with operations in emerging markets and those in developed
markets, which may affect the risk of misstatement in the financial statements,
for example, differences in local business practices and cultural norms and the
maturity and robustness of regulatory environments. These and other aspects
of the business environment can create incentives, pressures, and opportunities
that may lead to a heightened risk of fraud. Although the risks in this practice
alert are discussed in the context of emerging markets, they may also be present
at entities in developed markets depending on the circumstances.
.134 Paragraphs 13 and 15 of PCAOB Auditing Standard No. 13, The
Auditor's Responses to the Risks of Material Misstatement (AICPA, PCAOB
Standards and Related Rules, Auditing Standards), explains that an auditor should perform substantive procedures, including tests of details, that are
specifically responsive to the assessed fraud risks, including certain procedures
to address the risk of management override of controls. AU section 561, Subsequent Discovery of Facts Existing at the Date of the Auditor's Report (AICPA,
Professional Standards), describes procedures that should be followed by the
auditor who, subsequent to the date of the audit report, becomes aware that
facts may have existed at that date which might have affected the report had
the auditor then been aware of such facts.
.135 Auditors of investment companies that have investment portfolios
in emerging markets may consider evaluating whether their audit procedures
adequately address the risks discussed in this practice alert. In some instances,
due to fraud allegations, trading in certain emerging market equities has been
suspended which may create valuation issues. Entities may consider whether
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disclosure about the specific risks related to their investments in emerging
markets is appropriate.

Supplementary and Other Information Related
to Financial Statements
.136 The AICPA Auditing Standards Board issued a trio of auditing standards related to the auditor's responsibility for other information, supplementary information, and required supplementary information. These three standards supersede AU section 550A, Other Information in Documents Containing
Audited Financial Statements; AU section 551A, Reporting on Information Accompanying the Basic Financial Statements in Auditor-Submitted Documents;
and AU section 558A, Required Supplementary Information (AICPA, Professional Standards). All three standards are effective for audits of financial statements for periods beginning on or after December 15, 2010. Early application
is permitted. These auditing standards are applicable for capital statements
issued in conjunction with hedge fund and private equity fund reports.

Other Information in Documents Containing Audited
Financial Statements
.137 Statement on Auditing Standards (SAS) No. 118, Other Information
in Documents Containing Audited Financial Statements (AICPA, Professional
Standards, AU sec. 550), addresses the auditor's responsibility in relation to
other information in documents containing audited financial statements and
the auditor's report thereon. In this SAS, other information is defined as financial and nonfinancial information (other than the financial statements and
the auditor's report thereon) that is included in a document containing audited
financial statements and the auditor's report thereon, excluding required supplementary information. Documents containing audited financial statements
refers to annual reports (or similar documents) that are issued to owners (or
similar stakeholders) and annual reports of governments and organizations
for charitable or philanthropic purposes that are available to the public that
contain audited financial statements and the auditor's report thereon. In the
absence of any separate requirement in the particular circumstances of the engagement, the auditor's opinion on the financial statements does not cover other
information, and the auditor has no responsibility for determining whether
such information is properly stated. This SAS establishes the requirement for
the auditor to read the other information of which the auditor is aware because the credibility of the audited financial statements may be undermined
by material inconsistencies between the audited financial statements and other
information. This SAS also may be applied, adapted as necessary in the circumstances, to other documents to which the auditor, at management's request,
devotes attention.

Supplementary Information in Relation to the Financial Statements
as a Whole
.138 SAS No. 119, Supplementary Information in Relation to the Financial
Statements as a Whole (AICPA, Professional Standards, AU sec. 551), addresses
the auditor's responsibility when engaged to report on whether supplementary
information is fairly stated, in all material respects, in relation to the financial
statements as a whole. For purposes of GAAS, supplementary information is
defined as information presented outside the basic financial statements, excluding required supplementary information that is not considered necessary
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for the financial statements to be fairly presented in accordance with the applicable financial reporting framework. Such information may be presented in
a document containing the audited financial statements or separate from the
financial statements.
.139 This SAS also may be applied, with the report wording adapted as
necessary, when an auditor has been engaged to report on whether required
supplementary information is fairly stated, in all material respects, in relation
to the financial statements as a whole.

Required Supplementary Information
.140 SAS No. 120, Required Supplementary Information (AICPA, Professional Standards, AU sec. 558), addresses the auditor's responsibility with
respect to required supplementary information. The SAS defines required supplementary information as information that a designated accounting standard
setter requires to accompany an entity's basic financial statements. Required
supplementary information is not part of the basic financial statements; however, a designated accounting standard setter considers the information to be
an essential part of financial reporting for placing the basic financial statements
in an appropriate operational, economic, or historical context. In addition, authoritative guidelines for the methods of measurement and presentation of the
information have been established. In the absence of any separate requirement
in the particular circumstances of the engagement, the auditor's opinion on the
basic financial statements does not cover required supplementary information.
SAS No. 120 explains that the objectives of the auditor, when a designated accounting standard setter requires information to accompany an entity's basic
financial statements, are to perform specified procedures in order to

r
r

describe, in the auditor's report, whether required supplementary
information is presented and
communicate therein when some or all of the required supplementary information has not been presented in accordance with
guidelines established by a designated accounting standard setter or when the auditor has identified material modifications that
should be made to the required supplementary information for it
to be in accordance with guidelines established by the designated
accounting standard setter.

Accounting Developments
Condensed Schedule of Investments for Nonregistered
Investment Partnerships
.141 In October 2010, the Planning Subcommittee of the Financial Reporting Executive Committee revised TIS section 6910.18, "Disclosure Of An Investment In An Issuer When One Or More Securities And/Or One Or More Derivative Contracts Are Held—Nonregistered Investment Partnerships" (AICPA,
Technical Practice Aids). The revised TIS section 6910.18 clarifies that although derivative contracts may be netted for the statement of assets and
liabilities presentation when the right of offset exists, the disclosures in the
condensed SOI should reflect all open contracts by their economic exposure
(that is, long exposure derivatives versus short exposure derivatives). Those
securities (market value) and derivative contracts (appreciation or fair value)
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that are classified as period-end assets on a gross basis (for derivative contracts, regardless of whether they represent long or short exposures) should be
aggregated. To the extent that the sum constitutes more than 5 percent of net
assets, the positions should be disclosed in accordance with FASB ASC 946210-50-6. The investment company should similarly sum all of the positions
classified as liabilities on a gross basis and determine whether they exceed 5
percent of net assets. Separate computations should be performed for assets
and liabilities.
.142 Auditors should be aware of this clarification and ensure their clients
are applying the TIS section correctly and consistently. A new example to illustrate this clarification to the nonauthoritative guidance has also been added
to the Technical Practice Aids (TPAs). Recently issued TPAs can be located at
www.aicpa.org/InterestAreas/FRC/Pages/RecentlyIssuedTechnicalQuestions
andAnswers.aspx.

Fair Value Measurements
Achieving Common Fair Value Measurement and Disclosure
Requirements
.143 In May 2011, FASB issued Accounting Standards Update (ASU) No.
2011-04, Fair Value Measurement (Topic 820): Amendments to Achieve Common Fair Value Measurement and Disclosure Requirements in U.S. GAAP and
IFRSs. This ASU applies to all reporting entities that are required or permitted
to measure or disclose the fair value of an asset, a liability, or an instrument
classified in a reporting entity's shareholders' equity in the financial statements. The amendments in this ASU result in common fair value measurement and disclosure requirements in U.S. GAAP and IFRSs. Consequently,
the amendments change the wording used to describe many of the requirements in U.S. GAAP for measuring fair value and for disclosing information
about fair value measurements. Some of the amendments clarify FASB's intent about the application of existing fair value measurement requirements,
and others change a particular principle or requirement for measuring fair
value or for disclosing information about fair value measurements.
.144 The amendments that change a particular principle or requirement
include the following:

r

r
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A reporting entity that holds a group of financial assets and financial liabilities is exposed to market risks and to the credit
risk of each of the counterparties; certain reporting entities manage these instruments on the basis of their net exposure (rather
than their gross exposure). A reporting entity is now permitted
to measure the fair value of such instruments at the price that
would be received to sell a net asset position for a particular risk
or to transfer a net liability position for a particular risk in an
orderly transaction between market participants at the measurement date.
In the absence of a level 1 input, a reporting entity should apply premiums or discounts when market participants would do
so when pricing the asset or liability consistent with the unit
of account that requires or permits the fair value measurement.
Premiums or discounts related to size as a characteristic of the
reporting entity's holding (specifically, a blockage factor) rather
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than as a characteristic of the asset or liability (for example, a
control premium) are not permitted in a fair value measurement.
Additional disclosures about fair value measurement, such as
— For level 3 measurements, the valuation processes used
by the reporting entity, the sensitivity of the fair value
measurement to changes in unobservable inputs, and the
interrelationships between those unobservable inputs, if
any.
— If the highest and best use of a nonfinancial asset differs
from its current use, that fact should be disclosed as well
as why that asset is being used in that manner.
— Categorization by level of the fair value hierarchy for
items that are not measured at fair value in the statement of financial position but for which the fair value is
required to be disclosed.

.145 Some of the disclosures in this ASU that are not required for nonpublic entities include the following:
a. Information about transfers between level 1 and level 2 of the fair
value hierarchy
b. Information about the sensitivity of a fair value measurement categorized within level 3 of the fair value hierarchy to changes in
unobservable inputs and any interrelationships between those unobservable inputs
c. The categorization by level of the fair value hierarchy for items
that are not measured at fair value in the statement of financial
position, but for which the fair value of such items is required to be
disclosed
.146 This ASU is effective for interim and annual periods beginning after
December 15, 2011.

Improving Disclosures
.147 ASU No. 2010-06, Fair Value Measurements and Disclosures (Topic
820): Improving Disclosures about Fair Value Measurements, was issued to increase the transparency in financial reporting of fair value measurements. The
last amendment within this update to become effective is regarding activity
in level 3 fair value measurements. Specifically, for fair value measurements
using significant unobservable inputs (level 3), a reconciliation of the beginning and ending balances, separately presenting changes during the period
attributable to purchases, sales, issuances, and settlements (on a gross basis
rather than as one net number), is required. Those disclosures became effective for fiscal years beginning after December 15, 2010, and for interim periods
within those fiscal years.
.148 As noted in FASB ASC 946-10-15-2, investment companies are required to report their investments at fair value. Therefore, changes to fair value
measurement and disclosure guidance are of the utmost importance to preparers and auditors in this industry. Auditors may consider discussing this new
fair value measurement and disclosure guidance with their clients to assist
with the understanding and implementation of these amendments.
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Leveling Under FASB ASC 820
.149 There may be situations in which an investment company holds investments in multiple classes of a unitized investee fund. For example, a fund
of funds holds $3,000,000 in Class A of the investee and $500,000 in Class S (a
side-pocket class) of the investee. For the purposes of leveling in the hierarchy
described in FASB ASC 820, a question arises whether the investment should
be bifurcated if the investment in Class A meets the criteria for level 2, but the
investment in Class S is illiquid, and, therefore, a level 3 investment. Generally
speaking, it is reasonable to have multiple units of account for a unitized fund
and to bifurcate the investment. Similar methodology could apply to investments in partnerships where a portion of the investment is locked up or has
other varying liquidity characteristics. An auditor may consider determining
whether his or her clients have any investments that could potentially be bifurcated and, if so, whether the client has a policy on this matter. An auditor may
also consider gaining a deeper understanding of his or her clients' valuation
and leveling policies to ensure financial reporting is not being managed by the
client.

Private Entity Valuation
.150 The International Private Equity and Venture Capital Valuation
(IPEV) Guidelines were launched to reflect the need for greater comparability
across these industries. They set out recommendations, intended to represent
current best practice, on the valuation of private equity and venture capital
investments. The IPEV board is responsible for these guidelines and monitors
market practices in the use of the guidelines. Further, it proposes amendments
in response to accounting standards and market practices, and it formally
reviews the guidelines every three years. The most recent version of these
guidelines is based upon the overall principle of fair value with the intent of
being consistent with IFRSs and U.S. GAAP.
.151 Some funds of funds invest in private equity funds that utilize local
GAAP and then refer to the valuation guidelines adopted by the IPEV board.
The reporting entity should assess any differences in accounting standards
used by the investees and perform a quantitative reconciliation, if necessary.
.152 Auditors may consider familiarizing themselves with these guidelines when their clients invest in funds which use these guidelines. Valuation
of private equity and venture capital funds has high inherent risk. By obtaining
a thorough understanding of these guidelines and determining independently
whether a reconciliation is necessary, the auditor is able to decrease the detection risk and, therefore, lower overall audit risk.

International Securities
.153 Determining the fair value of international securities while a foreign
market is closed can pose challenges for registered investment companies. For
example, if local markets change by a significant percentage while a foreign
market is closed such that a registered investment company "hits its fair value
trigger" (that is, would invoke fair value pricing of foreign securities to reflect
the change in market conditions subsequent to the foreign market close), would
it be more appropriate to use a correlated factor to adjust the last closing price
of the international security on the closed foreign market, or should the last
traded price continue to be used while monitoring for significant events to
determine whether an adjustment is needed? Registered investment companies
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may benefit from having a policy that can be applied consistently. Auditors may
consider discussing this matter with clients and encouraging them to create a
policy.

In-Kind Distributions of Securities
.154 FASB ASC 605-10-25-1 explains that the recognition of revenue and
gains involves consideration of whether they are realized or realizable. Revenue and gains are realized when products, merchandise, or other assets are
exchanged for cash or claims to cash. Investment companies at times distribute
securities in-kind rather than cash to an investor. Generally speaking, consistent with FASB ASC 604-10-25-1, in-kind distributions to an investor would
trigger a realized gain or loss at the fund level for financial reporting purposes.
The tax treatment of such in-kind redemptions and related recognition of gains
or losses would need to be assessed separately and may not conform to the financial reporting treatment. Therefore, the sale would be reflected based on
the fair value of the securities and the associated realized gain or loss would
be recorded. Auditors should consider whether their clients are appropriately
applying this guidance.

Reconsideration of Effective Control for Repurchase Agreements
.155 In April 2011, ASU No. 2011-03, Transfers and Servicing (Topic
860): Reconsideration of Effective Control for Repurchase Agreements, was issued. The amendments in this ASU remove from the assessment of effective
control the criterion requiring the transferor to have the ability to repurchase
or redeem the financial assets on substantially the agreed terms, even in the
event of default by the transferee, and the collateral maintenance implementation guidance related to the criterion. The remaining criteria applicable to
the assessment of effective control and secured borrowing accounting remain
unchanged. These amendments are effective for the first interim or annual
period beginning after December 15, 2011, and should be applied prospectively
to transactions or modifications of existing transactions that occur on or after
the effective date. Early adoption is not permitted.
.156 The amendments from this ASU may affect the accounting for certain
transactions beyond repurchase agreements, such as different types of dollar
rolls, where this criterion, specifically collateral maintenance arrangements,
was determinative to conclusions under current guidance about whether sale
accounting was achieved. Preparers and auditors may need to re-assess repurchase arrangements and other transactions, including dollar roll transactions,
under this new accounting guidance.
.157 The ICI is developing a white paper on accounting for dollar rolls
that is expected in the coming months.

Global Investment Performance Standards
.158 Although compliance with the Global Investment Performance Standards (GIPS) is voluntary, an investment management firm's claim of compliance with the performance standards is widely regarded as providing a competitive advantage. The performance standards include both required and recommended guidelines for calculating and reporting performance. The performance
standards recommend that firms obtain independent third-party verification
of a firm's claim of compliance with the performance standards. SOP 06-1,
Reporting Pursuant to the Global Investment Performance Standards (AICPA,
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Technical Practice Aids, AUD sec. 14,420), provides guidance to practitioners
for engagements to examine and report on aspects of a firm's compliance with
the GIPS standards (a verification engagement) and for engagements to examine and report on the performance presentation of specific composites (a performance examination). Such examination engagements should be performed
pursuant to AT section 101.
.159 In January 2010, the Chartered Financial Analyst Institute released
revised GIPS. The significant changes to the GIPS include the requirement for
assets to be valued using a fair value methodology when no market value is
available, the requirement to present the standard deviation (widely accepted
as a common measure of portfolio risk) of the monthly returns of both the
composite and the benchmark, the requirement for the firms to disclose their
verification status (that is, whether they have been verified), and the required
prescribed language describing what is and is not covered by verification. The
effective date for the 2010 edition of the GIPS is January 1, 2011. Compliant
presentations that include performance for periods that begin on or after that
date must be prepared in accordance with the 2010 edition of the GIPS. See
www.gipsstandards.org/ for more information.
.160 Auditors should be familiar with the new GIPS as their clients may
request to engage them in a verification engagement or performance examination, as discussed in the preceding paragraphs.

On the Horizon
.161 Auditors should keep abreast of accounting developments and upcoming guidance that may affect their engagements. The following sections
present brief information about some ongoing projects that have particular
significance to the investment company industry. Remember that exposure
drafts are nonauthoritative and cannot be used as a basis for changing existing
standards.
.162 Information on, and copies of, outstanding exposure drafts may be obtained from the various standard setters' websites. These websites contain indepth information about proposed standards and other projects in the pipeline.
Many more accounting and auditing projects exist in addition to those discussed in this alert. Readers should refer to the Audit Risk Alert General
Accounting and Auditing Developments—2011/12 (product no. 0223311) for
further information.

FASB and IASB Joint Project on Investment Companies
.163 FASB and the International Accounting Standards Board (IASB)
have a joint project on their agenda with the objective of providing comprehensive guidance for assessing whether an entity is an investment company
and providing measurement requirements for an investment company's investments. The boards have tentatively decided on criteria to classify an entity as an
investment company, as follows: (a) the only substantive activities are investing in multiple investments for returns from capital appreciation, investment
income (such as dividends or interest), or both; (b) an explicit commitment to
investors is made that the purpose of the entity is investing to provide returns
from capital appreciation, investment income (such as dividends or interest),
or both; (c) unit ownership; (d) pooling of funds when the entity has investors
who are unrelated to the parent (if any) and in aggregate hold a significant
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ownership interest in the entity; (e) substantially all the investments are managed and their performance evaluated on a fair value basis; and (f) the entity
is a reporting entity though it does not need to be a legal entity.
.164 FASB has decided that an entity that is regulated under the 1940
Act would be within the topic of FASB ASC 946 regardless of whether the
entity meets the proposed definition of an investment company. Further, an
investment company would be required to consolidate its controlling financial
interest in another investment company as well as controlling interests in
an investment property entity, in accordance with FASB ASC 810; see the
following section for further details on investment property entities. FASB
has decided that an investment company must measure all other investments,
including interests in investment companies and investment property entities
that the investment company can significantly influence, at fair value with
changes recognized in net income.
.165 The IASB decided that an investment entity must measure all investments in entities that it controls (including other investment companies)
at fair value through profit or loss. Investment entities would be exempt from
consolidation requirements.
.166 A proposed ASU from FASB, Financial Services—Investment Companies (Topic 946): Amendments to the Scope, Measurement, and Disclosure
Requirements, was released in October 2011, and an exposure draft from the
IASB was issued in August 2011; they both have comment periods ending
on January 5, 2012. Readers should remain alert for updates on this joint
project, which can be accessed from www.fasb.org/cs/ContentServer?c=FASB
Content C&pagename=FASB%2FFASBContent C%2FProjectUpdatePage&
cid=1176157178020.

Investment Properties
.167 FASB's investment properties project considers whether entities
should be provided the option or be required to measure an investment property
at fair value with all changes recognized in net income. This option currently
exists in the international accounting standard International Accounting Standard 40, Investment Property. How an entity should account for a lease on
an investment property measured at fair value will also be considered. This
project will address Emerging Issues Task Force Issue No. 09-D, "Application
of Topic 946, Financial Services—Investment Companies, by Real Estate Investment Companies," which is intended to help industry practitioners understand how real estate funds should apply the guidance contained in FASB ASC
946.
.168 In October 2011, FASB released the proposed ASU Real Estate—
Investment Property Entities (Topic 973), which defines an investment property
entity and includes only those entities within its scope. An investment property
entity is one that (a) has substantially all of its business activities comprised
of investing in a real estate property or properties, (b) has an express business
purpose to invest in a real estate property or properties for total return, including an objective realize capital appreciation (for example, through disposal of
its real estate property or properties), (c) has unit ownership, (d) pools investors
funds and has investors that are not related to the parent (if there is a parent)
and those investors, in aggregate, hold a significant ownership interest in the
entity, and (e) is a reporting entity though it does not need to be a legal entity.
An entity that invests in real estate properties and meets the criteria to be
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an investment property under this proposed ASU would not be an investment
company. Investment properties acquired by an investment property entity
would initially be measured at transaction price, including transaction costs,
and subsequently measured at fair value with all changes in fair value recognized in net income. An investor in an investment property entity would be
permitted to use the NAV practical expedient in FASB ASC 820 to estimate
the fair value of its investment if investors in the investment property entity
would transact at NAV per share.
.169 Investment property entities would be required to account for a controlling financial interest in the following entities in accordance with FASB
ASC 810:

r
r
r

Another investment property entity
An investment company as defined in FASB ASC 946
An operating entity that provides services to the investment property entity

.170 There may be entities currently following investment company accounting guidance that will need to adopt this guidance instead. Certain real estate investment trusts and real estate funds may be affected by these proposed
amendments. Comments on the proposed ASU are due on January 5, 2012.
Readers should remain alert for updates on this project, which can be accessed
at www.fasb.org/cs/ContentServer?c=FASBContent C&pagename=FASB%2
FFASBContent C%2FProjectUpdatePage&cid=1176156713837.

Consolidation
.171 The objective of the FASB and IASB's joint project on consolidation is
to consider comprehensive guidance for consolidation of all entities, including
those controlled by voting or similar interests. The boards tentatively decided
to allow a general partner to consider its economics (fees and interests) when
evaluating whether it should consolidate a partnership. Further, a presumption
will now exist that the general partner has power (but not control) over the
partnership.
.172 Of the many aspects of this project, FASB is developing an agent
versus principal model for decision makers, which may have an impact on
investment advisers. The boards have tentatively decided that when assessing
whether a decision-maker is an agent or a principal of a variable interest entity
(VIE), the assessment should be made on the basis of the overall relationship
between the decision-maker, the entity being managed, and the other interest
holders. It should also consider the scope of the decision-making authority, the
rights held by other parties, the remuneration of the decision-maker, and the
decision maker's exposure to variability of returns because of other interests
that it holds in the entity. This guidance would replace the agent-principal
analysis from FASB Statement No. 167, Amendments to FASB Interpretation
No. 46(R), and the deferral in ASU No. 2010-10, Consolidation (Topic 810):
Amendments for Certain Investment Funds. The boards also tentatively decided
to amend the guidance for determining whether a decision-maker's fees are
considered to be a VIE to be consistent with the tentative decisions related to
evaluating a decision-maker's capacity. An exposure draft is expected in the
fourth quarter of 2011.
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Revenue Recognition
.173 The joint Revenue Recognition project of FASB and the IASB is
intended to clarify the principles for recognizing revenue and develop a common
revenue standard for U.S. GAAP and IFRSs that would

r
r
r
r

remove inconsistencies and weaknesses in existing revenue recognition standards;
provide a more robust framework for addressing revenue recognition issues;
improve comparability of revenue recognition practices across entities, industries, jurisdictions, and capital markets; and
simplify the preparation of financial statements by reducing the
number of requirements to which entities must refer.

.174 Currently, as stated by FASB ASC 946-20-25-10, performance fees
by an investment adviser under an advisory agreement should be accrued at
interim dates based on actual performance through the accrual date. Under
the proposed revenue recognition model, investment advisers (particularly for
hedge funds and private equity funds) would face new challenges to meet the
requirements to recognize management and performance fees.
.175 Further, the exposure draft contains guidance that would supersede
the guidance in FASB ASC 946-605 relating to distributor transfer of rights to
certain future distribution fees and distribution fees and costs for mutual funds
with no front-end sales fee. FASB ASC 946-605-25-3 would also be amended
to require the recognition of all selling and marketing costs as expenses when
incurred.
.176 Another document for exposure is expected in the fourth quarter of
2011.

Proposed SEC Rule 12b-2
.177 The SEC's proposed rule Release No. IC-29367, Mutual Fund Distribution Fees; Confirmations, would replace Rule 12b-1 under the 1940 Act
with Rule 12b-2. Historically, Rule 12b-1 has permitted registered open-end
management investment companies to use fund assets to pay for the cost of
promoting sales of fund shares. Funds would continue to be allowed to bear
promotional costs within certain limits. The proposed framework would

r
r
r
r

continue to allow funds to give investors choices regarding how
and when to pay for sales charges,
improve disclosure designed to enhance investor understanding
of those charges,
limit the cumulative sales charges each investor pays (no matter
how they are imposed), and
eliminate uncertainties associated with current requirements
while providing a more appropriate role for fund directors.

.178 The proposal also includes requirements for clearer disclosures about
all sales charges in fund prospectuses, annual and semiannual reports to shareholders, and investor confirmation statements. Funds and their underwriters
would have the option of offering classes of shares that could be sold by dealers with sales charges set at competitively established rates—rates that could
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better reflect the services offered by the particular intermediary and the value
investors place on those services. For funds electing this option, the amendments would provide relief from restrictions currently in place that limit retail
price competition for distribution services.
.179 The new approach outlined in proposed Rule 12b-2 differentiates
between the two constituent parts of existing Rule 12b-1 fees (asset-based
sales charges and service fees). Funds would be able to use a limited amount
of fund assets to pay for any distribution related expenses, but the maximum
amount would be tied to the service fee limit imposed by the Financial Industry
Regulatory Authority (FINRA) sales charge rule (currently 25 basis points per
year). By amending Rule 6c-10 of the 1940 Act, funds would also be permitted
to deduct from fund assets amounts in excess of the marketing and service fee.
This would be called an "ongoing sales charge," and these charges would be
treated as another form of sales load.
.180 Limits on asset-based sales charges would also be imposed by referencing the front-end load imposed by the fund or, if none, by referencing
the aggregate sales load cap imposed under the FINRA sales charge rules for
funds with an asset-based sales charge and service fee (currently 6.25 percent).
These limits would be based on the cumulative amounts of sales charges that
an investor pays in any form (front-end, deferred, or asset-based). A fund that
imposes an ongoing sales charge must automatically convert fund shares to a
class of shares without an ongoing sales charge no later than when the investor
has paid cumulative charges that approximate the amount the investor otherwise would have paid through a traditional front-end load (or, if none, the 6.25
percent cap). The new rule would shift the focus of the limits from how much
fund underwriters may collect in asset-based sales charges (a fund-level cap)
to how much individual shareholders will pay either directly or indirectly (a
shareholder account-level cap).
.181 Another amendment to Rule 6c-10 of the 1940 Act would permit an
alternative, elective distribution model. In this new model, intermediaries of
a fund could impose charges for sales of the fund's shares at negotiated rates,
much like they charge commissions on sales of exchange traded funds and
other equity securities. The proposed rule would permit fund intermediaries to
charge sales loads other than those established by the fund underwriter and
disclosed in the fund prospectus.
.182 Under the proposal, funds would be required to comply with the
amendments for all shares issued after the compliance date of the new rules.
However, a five-year grandfathering period would exist after the compliance
date for share classes issued prior to the compliance date and would deduct
fees pursuant to the existing Rule 12b-1, after which those shares would be
required to be converted or exchanged into a class that does not deduct an
ongoing sales charge. The full text of the proposed rule can be located at
www.sec.gov/rules/proposed/2010/33-9128.pdf.

Money Market Funds
.183 The SEC has also issued Release No. IC-29497, President's Working
Group Report on Money Market Fund Reform. This release includes a report
conducted by the President's Working Group on Financial Markets that discusses the results of the study of possible reforms that might mitigate money
market funds' susceptibility to runs. The release requests comments on the
options for money market reform discussed in this report.
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.184 The report supports the new SEC rules regulating money market
funds issued in February 2010 that are intended to better protect money market
fund investors in times of financial market turmoil and lessen the possibility
that money market funds will not be able to withstand stresses similar to those
experienced in 2007 and 2008 (for example, when a significant money market
fund "broke the buck"). However, the report also notes that these new rules
address only some of the features that make money market funds susceptible
to runs, and more should be done to address systemic risk and the structural
vulnerabilities of money market funds to runs.
.185 The alternatives contained in the President's Working Group included, among other things

r
r

a floating NAV, rather than the stable $1.00 NAV prevalent today;

r
r

"real time" disclosure of shadow NAV;

r

mandatory redemptions-in-kind for large redemptions (such as by
institutional investors);
a private liquidity facility to provide liquidity to money market
funds in times of stress; and
a possible "two-tiered" system of money market funds, with a
stable NAV only for money market funds subject to greater risklimiting conditions and possible liquidity facility requirements.

.186 The full text of this release may be accessed at www.sec.gov/rules/
other/2010/ic-29497.pdf. Through various speeches and public comments, the
SEC has indicated that additional efforts will be undertaken to reduce money
market fund vulnerability beyond those measures it took in 2010. The SEC
has not, as of this writing, announced specific proposals, and most recently has
stated that it is "taking a deliberative approach . . . . [and] are committed to
carefully exploring all of the options available."2

Use of Derivatives by Investment Companies
.187 In August, the SEC issued Concept Release No. IC-29776, Use of
Derivatives by Investment Companies under the Investment Company Act of
1940. This concept release is requesting feedback on the use of derivatives by
funds, including the potential implications for fund leverage, diversification,
exposure to certain securities-related issuers, portfolio concentration and valuation, and other related matters. These comments will help the SEC determine
whether regulatory initiatives or guidance are needed to improve the regulatory regime for funds and, if so, the nature of any such guidance. Comments
were due to the SEC by November 7, 2011, and the concept release can be
accessed at http://sec.gov/rules/concept/2011/ic-29776.pdf.

Broker-Dealer Proposed Amendments
.188 In Release No. 34-64676, Broker-Dealer Reports, the SEC proposes
amendments to its broker-dealer financial reporting rule. While the amendments will have the most significant effect on broker-dealers that maintain
custody of customers' assets, they will affect all broker-dealers to some extent.
As of the date of this writing, a final rule has not been issued.
2
Excerpted from August 26, 2011, letter from Mary L. Schapiro, Securities and Exchange Commission Chairman, to Rep. Scott Garrett, U. S. House of Representatives.
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.189 Among the proposed changes, the "Form Custody Amendments,"
would enhance the SEC's and designated examining authorities' ability to oversee broker-dealer's custody practices by requiring broker-dealers to file a new
Form Custody. The proposed new Form Custody would be filed by brokerdealers with their quarterly FOCUS report. This form is designed to elicit information concerning whether a broker-dealer maintains custody of customer
and noncustomer assets, and, if so, how such assets are maintained. Specific
items require completion of charts and disclosure of customer related information specific to the broker-dealer completing the form. The proposed rule
contains details on the information being requested at each line item.
.190 Further, as proposed, carrying broker-dealers would need to prepare
and submit with the financial report a Compliance Report, which would include
a statement about whether the broker-dealer has established and maintained
a system of internal control to provide the broker-dealer with reasonable assurance that any instances of material noncompliance with Rule 15c3-1, Rule
15c3-3, Rule 17a-13, or the Account Statement Rule (collectively, the "financial
responsibility rules") of the Securities Exchange Act of 1934 will be prevented
or detected on a timely basis. In addition, management of a carrying brokerdealer would assert in the Compliance Report whether

r
r
r

it was in compliance in all material respects with the financial
responsibility rules as of its fiscal year-end,
the information used to assert compliance with the financial responsibility rules was derived from the books and records of the
broker-dealer, and
internal control over compliance with the financial responsibility
rules was effective during the most recent fiscal year such that
there were no instances of material weakness.

.191 The Compliance Report would be required to contain a description of
each identified instance of material noncompliance and each identified material
weakness in internal control over compliance with the specified rules. Under
the proposed rule each carrying broker-dealer will be required to engage an
independent public accountant to examine the broker-dealer's assertions in
the Compliance Report. Specifically, in order to render an opinion concerning
the broker-dealer's compliance, and internal control over compliance, with key
regulatory requirements, the independent public accountant would be required
to perform its own independent examination of the related controls and procedures supporting the broker-dealer's assertions. The resulting Examination
Report would be required to be filed with the SEC. This compliance examination and resulting report would replace the existing practice that results in
the issuance of a report on internal control addressing the finding of material
weaknesses or material inadequacies.
.192 The current requirement for broker-dealers claiming an exemption
from Rule 15c-3 (that is, noncarrying broker-dealers) to have their independent public accountants ascertain that the conditions of the exemption were
being complied with as of the examination date and that no facts came to
the independent public accountant's attention to indicate that the exemption
had not been complied with during the period since the independent public
accountant's last examination would be amended to require a noncarrying
broker-dealer claiming this exemption to file a new Exemption Report. This
report would replace this existing requirement. A noncarrying broker-dealer
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would file the Exemption Report and corresponding report prepared by its independent public accountant in lieu of the Compliance Report and Examination
Report. However, under the investment adviser custody rule, the noncarrying
broker-dealer would have to be separately examined by an independent public
accountant for that purpose.
.193 As stated in the release, the SEC preliminarily determined that, if the
proposed rule amendments are adopted, a broker-dealer subject to the proposed
Compliance Examination that also acts as a qualified custodian for itself as an
investment adviser or for its related investment advisers under the investment
adviser custody rule would be able to use the Examination Report to satisfy the
reporting requirements under Rule 17a-5 and the investment adviser custody
rule's internal control requirement. See SEC Release No. 34-64676, located at
www.sec.gov/rules/proposed/2011/34-64676.pdf, for more information.

Resource Central
.194 The following are various resources that practitioners engaged in the
investment company industry may find beneficial.

Publications
.195 Practitioners may find the following publication useful. Choose the
format best for you—online or print:

r

Audit and Accounting Guide Investment Companies (2011) (product no. 0126211 [paperback] or WIN-XX [online])

Member Service Center
.196 To order AICPA products, receive information about AICPA activities, and get help with your membership questions, call the AICPA Service
Operations Center at 888.777.7077.

Hotlines
Accounting and Auditing Technical Hotline
.197 Do you have a complex technical question about GAAP, other comprehensive bases of accounting, or other technical matters? If so, use the AICPA's
Accounting and Auditing Technical Hotline. AICPA staff will research your
question and call you back with the answer. The hotline is available from
9 a.m. to 8 p.m. EST on weekdays. You can reach the Technical Hotline
at 877.242.7212 or online at www.aicpa.org/Research/TechnicalHotline/Pages/
TechnicalHotline.aspx. Members can also e-mail questions to aahotline@
aicpa.org. Additionally, members can submit questions by completing a Technical Inquiry form found on the same website.

Ethics Hotline
.198 In addition to the Technical Hotline, the AICPA also offers an Ethics
Hotline. Members of the AICPA's Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to the application
of the AICPA Code of Professional Conduct. You can reach the Ethics Hotline
at 888.777.7077 or by e-mail at ethics@aicpa.org.
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Fair Value Conference
.199 The AICPA offers an annual fair value measurements workshop in
the fall. The fair value conference is a two-day conference designed to update attendees on recent developments related to fair value measurements.
Participants learn how to apply fair value measurements through "how-to's,"
interactive discussion, real-world case studies, and extended Q&A. For further
information about the conference, call 888.777.7077 or visit www.cpa2biz.com.

AICPA Industry Expert Panel—Investment Companies
.200 For information about the activities of the AICPA Investment
Companies Industry Expert Panel, visit the panel's Web page at www.aicpa
.org/InterestAreas/FRC/IndustryInsights/Pages/Expert Panel Investment
Companies.aspx.

Industry Websites
.201 The Internet covers a vast amount of information that may be valuable to auditors of investment companies, including current industry trends
and developments. Some of the more relevant sites for auditors with investment company clients include those shown in the following table.
Organization

Website

Investment Company Institute

www.ici.org

Securities and Exchange Commission

www.sec.gov

Commodities Futures Trading Commission www.cftc.gov
Financial Industry Regulatory Authority

www.finra.org

Mutual Fund Directors Forum

www.mfdf.com

Independent Directors Council

www.idc.org

.202 The financial services practices of some of the larger CPA firms also
may contain investment company industry-specific auditing and accounting
information that is helpful to auditors.
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